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Some Aspects of Flour Mill Accounting 
By JAMeEs L. Donk, C.P.A. 


During the last few years considerable improvement has been 
effected in the financial records of flour millers by reason of two 
facts: the control exercised over the milling industry by the 
United States food administration and the regulations of the 
bureau of internal revenue on income, excess profits and war 
profits taxes. 

Control by the food administration was evidenced in three 
principal directions, namely (a) in an apportionment, on the basis 
of pre-war grind of the available wheat supply, (b) in regulation 
of price and (c) in the development of wheat flour substitutes. 
The conservation of wheat resulting from the apportionment was 
a notable achievement coming as it did in a time of shortage, and 
particularly inasmuch as the apportionment was effected in a most 
efficient and equitable manner. Hardly less far-reaching and 
beneficial in its results, however, was the improvement brought 
about in financial procedure and accounting by the regulation of 
price. From September 1 (or 10), 1917, to June 30, 1918, the 
industry operated under the following regulation (Milling 
Division Circular No. 1 b): 


No miller shall hereafter take any profits upon the business of milling 
flour and feed in excess of the following maximum, unless such maximum 
is terminated by action of the United States food administration after 
thirty days’ notice; that is, a maximum average profit of twenty-five (25) 
cents per barrel on flour and fifty (50) cents per ton on feed; and in 
calculating such profits the cost of flour bulk at the mill shall be deter- 
mined as the cost of clean wheat used multiplied by the actual amount 
of wheat used (which in no event shall be in excess of 285 lbs. of cleaned 
sixty pounds per bushel wheat to the barrel) less the amount secured from 
the sale of feed (excluding the profit derived from the sale of feed not 
to exceed fifty (50) cents per ton as above), plus the actual proved cost 
of production (which shall not include interest on investment) and 
marketing. 
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Under the above regulation monthly financial and statistical 
reports were required under oath, the forms for the report being 
supplied by the food administration and requiring, in effect, a 
uniform system of profit and loss accounts on the part of flour 
millers. The reports were based on the best available financial 
and statistical procedure taken from the better accounting systems 
in existence with a result that the average flour miller received a 
course of training in accounting, the benefits of which can 
scarcely be overestimated. Since June 30, 1918, representatives 
of the food administration have been auditing the accounts of all 
flour millers. Profits in excess of the prescribed amount must be 
paid over to the food administration grain corporation. 

In so far as the regulations of the bureau of internal revenue 
are concerned, the flour industry has experienced the same 
changes as have occurred in our entire business organization. 
The government’s entrance to a partnership with industry made 
necessary better accounting procedure than heretofore was prac- 
tised, and, particularly since the passage of the 1916 and 1917 
revenue acts, the question of correct accounting procedure has 
been one of vital importance to every business enterprise. The 
flour miller in common with other business men must be familiar 
with the internal revenue regulations and must keep his accounts 
in accordance therewith. 

It is the purpose of this article to discuss some of the aspects 
of flour mill accounts as viewed by one who spent some time in 
auditing under the food administration rulings. 

In order properly to appreciate the various phases of its ac- 
counts some knowledge of the practical workings of the flour 
milling industry is essential. The business has its peculiarities 
which may be briefly summarized as follows: 

(a) The product is a necessity for which there is a constant 
and continuous demand. In order to insure a steady out-flow of 
flour through the distribution system, contracts of sale are made 
for future delivery. 

(b) The raw material upon which the industry depends is 
produced in seasons involving periods during which no grain is 
available and regional shortage, in the event of complete or partial 
crop failures. In order to insure a steady in-flow of grain, con- 
tracts of purchase are made for future delivery. 
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(c) The raw material cost forms the principal part of the 
selling price, varying from 75 per cent. to 80 per cent. in the case 
of patent flour. 

(d) In grain growing regions farmers find it convenient to 
bring grain to a mill and take away flour and offal or feed on 
their return journey. This feature has lead to the development 
of numerous small country mills which will probably continue 
to exist in spite of competition from the large and growing com- 
panies. 

(e) The trading in futures involves speculation and, while 
the conservative miller avoids as much as possible any semblance 
of gambling, there are millers who combine the speculative feature 
with their milling business. 

(f) The industry may be classed with the so-called by- 
product industries in which the production of one article (flour) 
is attended by the production of certain by-products (offal or 
feed). 

For those who are not familiar with the workings of the 
industry the following summary is included: 

The farmer brings his grain to the elevator where it is graded. 
The amount he receives for it depends (in the case of wheat, for 
example), first, on the kind of wheat, whether dark northern 
spring, northern spring, red spring, etc.; second, on the condition 
of the wheat which determines whether it shall be classed as 
number 1, 2, 3, 4 or 5 northern spring, for example; and, third, 
on the amount of dockage or foreign material in the wheat, since 
the price paid is so much per bushel of sixty pounds of gross 
weight less dockage. 

In computing the bushel price to be paid the farmer, the 
elevator takes the current price at the nearest terminal market, say 
Minneapolis or Duluth, and deducts therefrom the freight charge 
from point of purchase to terminal market. In case the farmer 
does not want to part with his wheat at the current price, he can 
store it in the elevator at a certain storage and handling charge. 
The wheat in either case remains with the elevator until sold for 
milling. Country mills usually operate their own elevators, 
though as a whole the elevator business is distinct from that of 
milling. 
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At this early stage of the procedure complications arise. The 
grain business is a seasonal one, so the elevators will have more 
grain available than is required at one time, while later no grain 
will be available until another crop year. In our northwest, 
wheat begins to come in during September and continues until 
June, after which none is available for delivery. There are times, 
then, when the elevator must store grain. This involves a risk on 
the part of the elevator owner. In order to relieve him of the risk 
and to stabilize wheat prices throughout the year, there has arisen 
the practice of dealing in futures, the buying and selling of 
options. The elevator owner fills his elevator and sells an option 
—agrees to deliver at a future date. When he later contracts 
to sell his wheat or having shipped it out on consignment is 
rendered an account sales, he buys an option to offset the one 
sold at the outset. In this buying and selling of options the miller 
plays the reciprocal part. Looking to future requirements he 
buys an option when the wheat is stored in the elevator. When 
later he contracts for grain he sells an offsetting option. Un- 
fortunately, at the same time the speculator has had his hand in 
the game—his gains increasing flour costs; his losses reducing 
them. 

The grain moves from the elevators to the mills in accordance 
with the miller’s purchases, which are a very important part of 
his activities. Bearing in mind that the grain business is a 
seasonal one with constantly fluctuating prices determined (in 
normal times) by a world market, and that the dealing in futures 
involves a careful study of market conditions, his problem be- 
comes apparent. He must keep an evenly regulated flow of grain 
to his mill, in keeping with his storage and milling capacity, with 
due allowance for the period between crop years when no grain 
is available. His purchases must be of the proper grades and 
kinds, since it is of the utmost importance in the flour business 
to maintain a constant “mixture’”—that is, mixing of such 
grades and kinds of grain as produce each miller’s particular 
brand of patent flour. He must correlate his purchases with his 
advance sales. So important is the problem that each day a 
statement is made up, usually known as the long and short 
statement, which shows the amount of flour sold in advance and 
the amount of wheat on hand or purchased on contract or option 
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to manufacture the flour. Conservative millers buy sufficient 
wheat to manufacture every pound of flour sold in advance 
immediately after the sales are made. 

On arrival at the mill, the wheat is stored in the mill eleva- 
tor until required for milling. The first process in milling is a 
rough separation, in which foreign material such as oats, barley, 
etc., is taken out and sold as screenings. The wheat then passes 
a scouring machine, which cleans it thoroughly and passes it on 
to the tempering bins, where it is soaked in water for a number 
of hours. It is then ready for grinding machines known as 
breaks. These grinding machines consist of steel corrugated 
rollers revolving in opposite directions, which grind the kernels 
of wheat to various degrees of fineness. The usual type of mill 
has five breaks and between breaks the flour goes to various 
types of separating machines, known as purifiers, which extract 
the various grades of offal, returning the separated feed and 
flour for further breaks. In general it may be said that about 
4Y%4 bushels of wheat are required for a 196-pound barrel of 
flour, running, say, 85% high grade, 10% first clear (a lower 
grade) and 5% second clear (low grade), while a by-product of 
74 Ibs. of offal is divided between various grades of feed known 
as red dog, middlings, bran and shorts. 

The flour after leaving the breaking machines passes on to 
sifters and reels, where a further grading and separating occurs 
by the use of silk bolting cloths. In many mills some type of 
maturing system is used to mature flour prior to sacking, which 
constitutes the last process of milling. Various sizes and kinds of 
sacks are used, ranging from 6 lbs. up to 140 lbs. 

In shipping flour an interesting development is met with, 
known as the milling-in-transit privilege, extended to millers 
by the railroads. Under this privilege the miller purchases 
wheat for shipment to his mill, paying the local freight rate 
from point of purchase to the mill. The flour when milled is 
shipped at the through rate from point of purchase to selling 
point, credit being extended by the carrier against the freight 
computed at the through rate for the amount already paid at 
the local rate less a small penalty for using the privilege. The 
result of the privilege may be a saving of 15 to 25 cents on a 
barrel of flour and is very important to the country miller. 
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Sales are made either by traveling salesmen or through 
brokers on a commission basis. Practically all millers sell for 
future delivery and are apt to consider a profit made as soon 
as a Sale for future delivery is booked. Generally sales are made 
on a wholesale basis, though some millers conduct a jobbing 
department for local retail sales. Advertising is an important 
feature—the larger companies spending large sums every year 
in developing their business through outdoor and magazine 
display. 

II 

In exhibit A, which follows hereunder, will be found a 
schedule of accounts such as might be used by a medium sized 
flour mill grinding wheat only (no coarse grains), having its own 
elevator and selling at wholesale exclusively. Larger or smaller 
mills would require greater or less detail in the various groups 
of accounts. In so far as they are similar to those used in other 
businesses the accounts require no explanation. The unusual 
items and the manner in which they are used may be outlined 
as follows: : 

Milling-in-transit. This account will be charged with the 
excess of the local rate paid in shipping grain to the mill over the 
proportionate part of the through rate (from shipping point of 
grain to destination of flour) paid in shipping flour applicable to 
the distance over which the grain was shipped. Suppose grain at 
point A is shipped to a mill at point B from which flour is later 
shipped to point C, these points lying along a railroad in the order 
named. The local rate A to B is llc. per hundred; the through 
rate A to C is 33c. per hundred; the through rate B to C is 28c. 
per hundred. When the grain is shipped from A to B the Llc. 
rate is paid; and 5c. (the difference between 33c. and 28c.) should 
be charged to infreight on wheat—the remaining 6c. to milling- 
in-transit. When the flour is shipped from B to C the through 
rate from A to C of 33c. is paid minus the llc. rate already paid 
or 22c. (plus a penalty of 2c. in some cases), and this amount is 
charged to freight outward. At the same time a journal entry 
will be made transferring the 6c. previously charged to milling- 
in-transit to the freight outward account. The balance in the 
milling-in-transit at any time represents a deferred charge to the 
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freight outward account—except that adjustment will be neces- 
sary from time to time for inaccuracies in the amounts charged 
and credited. 


Contracts for future delivery. Various methods are used by 
flour millers by which entry is made on the books of account for 
advance sales. In many cases the profit on such sales is thrown 
into the profit and loss account when the sale is made. This 
procedure is, of course, indefensible, inasmuch as no profit should 
be taken until shipment is made, even though the sale be on written 
contract, the necessary wheat purchased and number of contracts 
so great that an occasional cancellation would only affect the 
profits to a slight degree. It is difficult, however, to convince a 
flour miller that only a memorandum record is required for these 
contracts. An account is provided therefor which may be charged 
with the selling price on advance sales. A special liability account 
is also provided to carry the amount on advance sales until 
delivery is made, when the amount can be cleared to sales. In 
stating the balance-sheet at any particular time, both these ac- 
counts should be written in short. 

Claims. Numerous claims are made against carriers for 
shortages and damage in transit. Pending final action on such 
claims by the carriers they should be carried as a contingent 
asset. 


Reserve for sacks. During the war prices on sacks increased 
by leaps and bounds, reaching a peak in May and June, 1918. 
Sacks on hand, June 30, 1918, were priced at cost or market, 
whichever was lower. It became evident that soon after June 30, 
1918, sack prices were rapidly declining and that costs would be 
inflated if the inventory prices were used on sacks filled, as com- 
pared with costs where current purchase prices on sacks were 
used. Millers were permitted then to include a charge against 
profits earned prior to June 30, 1918, based on the excess of June 
30, 1918, sack inventory prices over sack prices obtaining Sep- 
tember 1, 1917, when control was inaugurated. The reserve so 
built up is regarded here as appropriated surplus rather than as a 
deduction from the sack inventory account. 


Reserve for reduced output and inactivity. During the control 
period (September 1, 1917, to June 30, 1918) the available wheat 
supply was allotted to the various millers on the basis of their 
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average pre-war grind—the amount supplied being about 90% of 
such grind. It was not possible, of course, to give every miller 
exactly 90%—some receiving more, others less. To equalize these 
differences a reserve charge was allowed in the income account of 
the control period based on the number of barrels of flour which 
could have been produced had the miller received his full allot- 
ment. In computing the allowance profit (at 25c. per barrel) an 
additional 25c. per barrel was allowed for under-receipt of allot- 
ment. In the classification of accounts this reserve represents ap- 
propriated surplus. It merely prevents the payment of dividends 
during the season of all profits earned without allowance for the 
loss to be sustained at the close of the season due to inactivity. 

Gains on options. In order to insure an adequate supply of 
wheat the miller purchases options, charging them to an option 
account. As the price of futures fluctuates, periodical settlements 
are made, in which the miller receives his profits if the price 
advances and pays his loss if the price declines. The amounts 
so paid or received are carried to appropriate profit or loss 
accounts. When the option is sold the option account will be 
balanced. 

Income and excess profits taxes. Federal taxes are regarded 
here as dispositions of profits, though the flour miller often prefers 
to regard them as expenses of doing business. It should be noted 
that the food administration in computing allowable profits did not 
include income and excess profits taxes as business expenses, hold- 
ing that they must be paid from the 25c. per barrel profit. 

Elevator operations. When a flour miller operates his own 
wheat elevator it becomes necessary to segregate the items per- 
taining to elevator operations. Frequently the miller will arrange 
his accounts so that wheat is turned over to the mill at a profit 
to the elevator. This is not a sound procedure, since a profit is 
realized only where a sale is made to an outsider. The classifica- 
tion of accounts submitted here merely segregates elevator opera- 
tions. In comparing the accounts and particularly the costs of a 
miller who operates his own elevator with one who does not, due 
allowance will be made for the integration. 

Laboratory expense. Many millers maintain laboratories for 
testing wheat, experimenting in mixing wheat for flour and study- 
ing the baking qualities of their particular brands. This expense 
is uniformly included as a milling expense. 
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Bad debts. These are treated in the food administration’s 
classification as a selling expense. 

Jobbing accounts. Where millers act as jobbers as well as 
millers, a separate series of selling accounts will be provided in 
order to segregate these operations and show unit costs thereon. 
The food administration allowed millers to take a paper profit (in 
addition to the 25c.) in turning flour over from their milling to 
their jobbing departments; but such procedure is not in accord 
with good accounting principles. 


III 


Several methods are used by flour millers in computing their 
costs for various purposes including the determination of selling 
price, the pricing of inventories and the computing of profit and 
loss. The best of these is the so-called by-product method, based 
on the theory that the miller is engaged primarily in the production 
of patent flour and that low grade flours and offal are by-products. 
The procedure followed is one whereby all costs are charged 
against the high grade flour and the concomitant production of 
by-products is credited to cost of high grade flour at selling price. 
Exhibit B below shows the workings of the method in a typical 
case. 

The bases of the computation are the statistical data on pro- 
duction which in this supposititious case indicate that 4.4 bushels 
(264 Ibs.) of cleaned wheat are required to produce one barrel 
(196 Ibs.) of flour; that flour production runs 75% patent or high 
grade, and 25% low grade (divided into 15% first clear and 
10% second clear) ; that with one barrel of flour there was pro- 
duced 68 lbs. of offal; that the offal was divided into 14.7 
Ibs. of flour middlings, 13.5 lbs. of standard middlings, 35.5 Ibs. 
of bran and 4.3 lbs. screenings. (See 1-a, 1-b and l1-c on ex- 
hibit B.) 

Assuming that wheat costs $2.20 per bushel (being the 
weighted average price of the grades used) the total wheat cost 
in producing one barrel of flour is $9.68, to which is added the 
milling cost (as shown by the production records) of 60c, 
making a total cost of $10.28. Against this cost (which is now 
assumed to be the cost of .75 of a barrel of patent flour) is 
credited the selling price of the by-products—low grade flour 
and feed—totaling (see exhibit B 2-d) $3.13, leaving a net cost 
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of $7.15 for .75 of a barrel of patent flour or $9.53 for one bar- 
rel. A comparison of this figure with the selling price (bulk 
f.o.b. mill, since sacks, selling and administrative costs and 
freight are ignored in computing cost) indicates the profit per 
barrel of high grade flour produced. 

This method can be used in computing costs for any purpose, 
though the statistical and selling price bases will have to be 
determined in accordance with the purpose of the computation. 
In the fixing of selling prices from day to day, the statistics on 
yield should be those which will obtain when the flour will be 
produced, and the prices on by-products those which will obtain 
when the flour is sold. This may sound paradoxical, but it can 
be worked out as follows: production yield at various times dur- 
ing a season bears a close relationship to the yield at the same 
time in previous seasons when similar grades and kinds of wheat 
are ground from season to season. By scrutinizing current yields 
together with those of similar periods in past seasons a basis will 
be found for estimating the future yield. Great care must be 
exercised since sales are made in a highly competitive market and 
on a very close margin. A small error may wipe out the entire 
profit. The selling price of the by-products will be the current 
selling price if future sales of a proportionate quantity can be 
made at once; if not, allowance will have to be made for the trend 
in prices up to the time when sales of the by-products can be 
effected. The price of wheat in the computation will be the 
current one on future delivery and an option should be purchased 
immediately to cover the sale. 

In pricing inventories under the rule of cost or cost or market, 
whichever is lower, the cost of patent flour can be determined 
as outlined. The statistical basis here will be the actual yield 
at the time when the patent flour was produced and the selling 
prices will be those obtaining when the proportionate by-product 
production was marketed. The inventory of by-products will 
be priced at market as of the inventory date. 

In determining milling cost per unit of production the method 
will also be used as above. The statistical basis will be the actual 
production during the cost period and the selling prices of by- 
products will be those actually received during that period. In 
addition to the milling costs, unit cost of sacking, selling and 
administration can be computed on the basis of barrels produced. 
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If elevator and jobbing costs are segregated, unit costs for these 
functions can be similarly determined. These unit costs are used 
as a guide in passing on the efficiency of the producing organiza- 
tion and form a basis for comparison of different cost periods. 


IV 


In the accounts of a flour mill statistical records of purchases, 
production and sales are of great importance, particularly the 
records concerning the purchasing of wheat and selling of flour, 
the daily consumption of wheat and the daily production of flour 
and by-products. 

A close relationship must be maintained between sales of flour, 
on the one hand, and purchases of wheat from which the flour 
is made, on the other. The sales indicate the amount of wheat 
which will be required. Conservative milling practice demands 
that purchases be made “to cover” as soon as the sale is consum- 
mated. If this is not done, sales may be made on a certain basis 
from which the profit may be eliminated by subsequent increase in 
wheat prices. The relationship of purchases and sales is shown 
daily by a long and short statement on which sales are translated 
to a bushel basis and made comparable with purchases. 

The sales side of the statement is made up from reports of 
sales and shows the number of barrels sold as follows: 





W heat 

Barrels equivalent 
(a) Required for current orders.......... x * * * ok * 
(b) Required for future delivery.......... ees * ok x 
Tetee cles DOGG sok ces cercesne sds eo * * 


Against this total will be shown the available wheat and flour 
manufactured as follows :— 





W heat 
Barrels equivalent 

(c) Flour in stock (from stock reports)... * * * ees 
(d) Wheat in elevator (from stock reports) lad 
(e) Wheat in transit (from shipping notices ) "2 
(f) Wheat contracts (from purchase reports) ee 
(g) Wheat options (from purchase reports) *e 
Total wheat available ............0.0. “os 


(e) Excess of wheat over requirements 


171 








The Journal of Accountancy 


In examining this statement the mill manager will make 
notations for directing purchase and sale. The purchasing de- 
partment will be instructed to purchase at once or for future 
delivery in accordance with sales made, as shown by items (a) 
and (b), and in accordance with elevator capacity and incoming 
wheat, as shown by items (d) and (e). Further analysis will 
be made as to the grades of wheat in order that the mixture 
required for the miller’s patent flour may be maintained. In- 
structions will be issued covering the sale of by-products, since 
the production of patent flour necessarily involves a propor- 
tionate production of by-products (low grade flour and feed) 
which must be sold. The general consideration of the state- 
ment involves at the same time a detailed study of market prices 
and tendencies in wheat, flour and by-products, as well as crop 
conditions, imports and exports, alternative production of coarse 
grains, etc. A type of long and short statement in use is pre- 
sented in exhibit C. 

Important as an instrument of administrative guidance is 
the record of daily consumption and output. From mill reports 
made up at the close of each day there will be compiled a state- 
ment showing— 


1. Wheat used: 
a. Gross wheat—bushels. 
b. Mill screenings—bushels. 
c. Net wheat—bushels. 

2. Flour produced: 


a. Patent or high grade—pounds and per cent. of total 
flour. 


b. First clear—pounds and per cent. of total flour. 
c. Second clear—pounds and per cent. of total flour. 
3. Offal produced: 


a. Standard middlings—pounds and per cent. of total 
offal. 


Flour middlings—pounds and per cent. of total offal. 
Bran—pounds and per cent. of total offal. 
Screenings—pounds and per cent. of total offal. 

. Over-run or under-run, 
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This statement is kept on a monthly basis, one sheet a month, 
with one line for each day. At the end of each month totals 
and monthly averages are computed. 


Generally it will be found that the wheat (in pounds) is not 
entirely realized in flour or offal, the difference being called 
under-run (invisible loss). In some cases, however, the temper- 
ing process will so increase the moisture of the wheat as to re- 
sult in a gain in pounds of production or an over-run (invisible 
gain). 

From the daily output and consumption record will be com- 
puted the statistics of yield and percentages for cost purposes. 

Further records will be kept of sacks purchased, on hand 
and used (by sizes and kinds); drafts drawn and paid; wheat 
received, shipped and used; flour produced, stored and shipped; 
flour sold and unit selling costs by salesmen; customers’ accounts 
showing barrels of flour as well as dollars; other ledger accounts 
showing bushels and pounds as well as dollars—these in addition 
to the usual records and accounts found in any commercial 
enterprise. 


The present complicated organization of the milling industry 
with its purchasing, milling and selling divisions reflects our prog- 
ress in civilization when compared with the old system where 
every farmer made his own flour by grinding wheat between two 
stones; and like our progress in civilization, the change has been 
a gradual one requiring a long period of time. It is only re- 
cently, however, that the question of accounts and records has 
assumed serious proportions. The flour miller, in common with 
other business men, has only in the last few years learned the 
value of good accounts. At the present time the miller has no 
choice; a good system of records has become absolutely essen- 
tial, and there can be little question as to the future. Beset on 
all sides with rising costs, increased burdens of taxation and 
keener competition, the miller must learn to depend more and 
more upon his accounts. His accountant must be called upon fre- 
quently for advice and information. The result will be reflected 
in better business and better accounts. 
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Exhibit A 
Schedule of accounts. 


Adapted to a medium sized flour mill having its own elevator. 
grinding wheat only and selling at wholesale exclusively. 


1. Assets. 


11 


12 


13 


Current assets. 

111 Cash. 

112 Accounts receivable. 
1121 Customers’ ledger. 
1122 Reserve for bad and doubtful accounts. 

113 Notes receivable. 

114 Inventories. 

1141 Flour. 

1142 Offal. 

1143 Other products. 
1144 Wheat. 

1145 Flour packages. 
1146 Offal packages. 
1147 Mill supplies. 

115 Temporary investments. 

116 Options. 

117 Other. 


Deferred assets. 
121 Insurance prepaid. 
122 Discount. 
123 Expenses prepaid. 
124 Milling-in-transit. 
Fixed assets. 
131 Land. 
132 Elevator. 
1321 Buildings and equipment. 
1322 Reserve for depreciation. 
133. Mill. 
1331 Mill buildings. 
1332 Reserve for depreciation. 
1333 Mill equipment. 
1334 Reserve for depreciation. 
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134 Office. 
1341 Building and equipment. 
1342 Reserve for depreciation. 
135 Storage and delivery. 
| 1351 Building and equipment. 
1352 Reserve for depreciation. 
136 Permanent investments. 
| 137 Other. 
14 Special assets. 
141 Contracts for future delivery—flour. 
142 Contracts for future delivery—offal. 
15 Contingent assets. 
151 Claims. 
2 Liabilities. 
| 21 Current liabilities. 
211 Accounts payable. 
212 Bills payable. 
213 Accrued liabilities. 
2131 Taxes. 
2132 Interest. 
2133 Wages. 
2134 Other. 
22 Fixed. 
221 Mortgage payable. 
222 Bonds. 
23 Contingent. 
231 Notes receivable discounted. 
232 Claims. 
24 Special. 
241 Contracts for future delivery. 
3. Proprietorship. 
31 Capital stock. 
32 Unappropriated surplus. 
33 Appropriated surplus. 
331 Reserve for contingencies. 
332 Reserve for sinking funds. 
333 Reserve for sacks. 
334 Reserve for reduced output and inactivity. 
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34 Profit and loss—current year. 
341 Dividends. 
342 Income and excess profits taxes, 
342 Appropriations of net profits. 
3431 Contingencies. 
3432 Sinking fund instalment. 
3433 Sack price fluctuations 
3434 Reduced output and inactivity charge. 
4 Revenues. 
41 Sales. 
411 Flour. 


412 Returns and allowances on flour sales. 


413 Offal. 
414 Returns and allowances on offal sales. 
415 Other. 


416 Freight outward. 
42 Gains on options. 


43 Other income. 
431 Interest. 


5. Expenses. 
51 Cost of sales. 
511 Elevator. 
5111 Wheat purchases. 
5112 Handling. 
5113 Freight and insurance. 
5114 Repairs. 
5115 Depreciation. 
5116 Other elevator expense. 


512 Milling. 
5121 Mill labor. 
5122 Heat, light and power. 
5123 Mill supplies. 
5124 Repairs. 
5125 Depreciation. : 
5126 Insurance. 
5127 Taxes. 
5128 Other. 
5129 Laboratory expenses. 
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513 Packages. 


5131 Flour. 
5132 Offal. 
52 Selling. 


521 Salesmen’s salaries. 
522 Traveling expenses. 
523 Commissions. 
524 Advertising. 
525 Bad debts. 
526 Others. 

53 Warehouse and delivery. 
531 Salaries. 
532 Other expenses. 
533 Depreciation. 

54 Administration. 
541 Office salaries. 
542 Office expenses. 
543 Depreciation. 

55 Interest and exchange. 


56 Loss on options. 


Exhibit B 


Schedule showing determination of flour cost by by-product 
method 
1. Statistical basis: 
(a) 4.4 bushels (264 lbs.) of wheat per 196 lbs. of flour 
and 68 Ibs. of offal. 
(b) 196 lbs. of flour divided as follows: 
75% patent. 
15% lst clear. 
10% 2nd clear. 
(c) 68 lbs. of feed divided as follows: 
14.7 lbs. flour middlings. 
13.5 ‘“ standard middlings. 
35.5 “ bran. 
4.3 “ screenings. 
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2. Computation of cost of patent flour. 


(a) Wheat cost 4.4 bushels @ $2.20............ $ 9.680 
(b) Add milling cost 60c per barrel .......... .600 
(c) Total cost per barrel of flour .............. $10.280 


(d) Credit for lst and 2nd clear and offal at 
selling prices. 
.15 bbl. 1st clear @ $9.80 per bbl.... 1.470 
.10 bbl. 2nd clear @ $7.50 per bbl.... .750 
14.7 lbs. flour middlings @ $39.00 per 











OO: 66.65 6Ks dD aie ose SRRD ED SERS .286 
13.5 Ibs. standard middlings @ $27.00 
EES eee rer ry ee 182 
35.5 Ibs. bran @ $22.50 per ton ...... 399 
4.3 Ibs. screenings @ $20.00 per ton.. .043 
Total credit for by-products ........... 3.130 | 
(e) Cost of .75 barrel of patent ................ $ 7.150 
(f) Cost of one barrel of patent ............. ~ $9500 
3. Determination of profit on advance sales. 
(a) Selling price (bulk f.o.b. mill) ...... $10.50 
(b) Cost as determined above .......... 9.53 
(By 2 2. Sperrerwerrrrrey $ .97 


178 











Some Aspects of Flour Mill Accounting 


Exhibit C 





a 





THE CENTURY MILLS 














SPRING WHEAT 


Wheat futures bought 
Wheat bought to arrive 
Wheat in transit 

Wheat in elevator 


Flour on hand Bbls. 
Warehouse stocks Bbls. 


Wheat futures sold 
Flour sold Bbls. 


Long 
Short 


DURUM WHEAT 


Wheat futures bought 
Wheat bought to arrive 
Wheat in transit 

Wheat in elevator 


Flour on hand Bbls. 
Warehouse stocks Bbls. 


Wheat futures sold 
Flour sold Bbls. 


Long 
Short 


Net long 
Net short 
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Accounting for Cost of Naval Vessels under 
Cost-Plus-Profit Contracts* 
By Francis P. FARQUHAR 


Early in 1917, when it became apparent that the United States 
would enter the world war, the navy department foresaw that a 
rapid expansion and increase in speed would be required in its 
construction programme. There were at that time numbers of 
contracts for destroyers, battleships and battle cruisers let on the 
usual fixed price basis, but upon which work had not been begun. 
The problem before the navy department and the shipbuilders was 
how to carry out these contracts under conditions that would 
inevitably result in greatly increased cost. Moreover, the new 
conditions called for a large addition to the construction pro- 
gramme which meant filling up all the available shipyards with 
work to capacity. This precluded any possibility of using the 
customary method of submitting plans for competitive bids. 

Conferences between the navy department and the shipbuilders 
resulted in the adoption of the cost-plus-profit plan of payment. 
There were no precedents for contracts of this character on any- 
thing like the magnitude of the scale required. The nearest anal- 
ogies that existed were certain manufacturing contracts based on 
actual cost plus a percentage for profit. Time was limited and 
necessity was urgent, so this form was adopted as the best avail- 
able. 

The definition of cost was only briefly considered in the con- 
tracts. It was fairly obvious as far as direct labor and materials 
were concerned, but the accounting for overhead, as usual, pre- 
sented difficulties. Some of the shipbuilders proposed a fixed 
percentage of the labor and materials costs as the basis for over- 
head; others a fixed percentage of the direct labor cost; while 
others suggested actual overhead as shown by the books. 

The first two plans were abandoned as being too indefinite and 
also because the normal percentages of overhead varied widely 
in the different shipyards. The contracts were finally drawn up 
on the basis of actual cost of labor, material and overhead. The 





*A thesis presented at the May, 1919, examinations of the American Institute of 
Accountants. 
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percentage for profit was agreed upon in every case as 10% of 
the total cost, excluding from this cost any sums that might be 
paid by the navy department for increased plant facilities. A 
number of these cost-plus-10% contracts were signed by the navy 
department and the various shipbuilders during the spring and 
early summer of 1917. 

As work proceeded, it became increasingly apparent that the 
cost-plus-percentage basis had certain defects which rendered 
these contracts not the most desirable type. It was impracticable 
to change the existing contracts, but when it became necessary 
later in the summer to place a large number of additional orders 
for destroyers, a new type of contract was evolved, which, while 
adhering to the principle of actual cost, did away with the per- 
centage basis for profit by substituting a fixed profit with a bonus 
for saving in cost below an estimated figure. 


Almost all the naval construction undertaken during the 
period of the war was on the basis of these two types of con- 
tracts. There were a few exceptions in special cases, but these 
were relatively unimportant. It should be borne in mind that 
these contracts were prepared under most difficult conditions and 
were the result rather of urgent necessity than of desirable policy. 
In looking back in the light of subsequent knowledge, it is very 
easy to find ways in which they could have been improved. It is 
not the purpose of this article, however, to criticize these con- 
tracts or to point out their defects, but rather, accepting them as 
they stand, to describe some of the problems involved in ad- 
ministering the accounting and inspection required for the deter- 
mination of actual cost and the approval of bills. 


CoNDITIONS OF Cost INSPECTION 


Approximately the same problems of determining actual cost 
were involved in each type, the differences being in the basis of 
profit and in the manner of providing for additional plant facili- 
ties. In most cases work on these two types of contracts was 
carried on simultaneously in the same yard under practically iden- 
tical conditions. Of course, in the early part of the period the 
work was largely on the cost-plus-10% basis, while latterly it 
became greater on the cost-plus-fixed-profit basis. This involved 
certain special problems in the control of the costs, but did not 
affect the principles of determining them. 
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To describe fully the conditions under which these contracts 
were operated or even to enumerate all the problems arising from 
them would be far beyond the scope of a brief article, but in order 
that some idea of their nature and extent may be perceived a 
brief summary of typical conditions is presented. 


When the war began in the spring of 1917 there were under 
construction in certain of the shipyards specializing in navy work 
several vessels for private owners as well as several naval vessels 
on the original fixed price contracts. In some plants a certain 
portion of the facilities was also devoted to ship repair work. 
To this was now added the work under cost-plus-percentage 
contracts, which increased rapidly in proportionate volume as 
time went on. 


The first problem that arose was to see that work performed 
on the fixed price contracts was not charged to the navy cost- 
plus contracts. The solution of this problem soon became con- 
tingent upon the solution of many other problems of detail. 

The question of what should be classed as direct labor and 
what as indirect arose almost immediately. It would obviously 
be unfair to charge foremen’s time on fixed-price contracts to 
indirect expense while charging it on cost-plus contracts directly 
to the contracts. It should either be charged in both cases to 
indirect or in both cases to direct expense. The latter would, of 
course, be satisfactory only in case the correct charge were ascer- 
tainable. It was soon apparent, however, that in many cases 
such expenses could not be properly allocated directly to specific 
jobs, and it became necessary to consider all the doubtful cases 
as indirect expense and to draw up rigid directions for exclud- 
ing such expenses from direct costs. 

Another problem occurred in the charging of material. This 
was a question of organization rather than of principle. With a 
rapidly increasing volume of work, it was very difficult to be sure 
that material purchased and charged to a particular vessel was 
actually used on such a vessel. The stores and material account- 
ing facilities for most shipbuilders prior to this time were ade- 
quate perhaps for their own purposes, but with enormous in- 
crease in volume of material handled a state of confusion not 
unnaturally resulted, from which it took many months of pains- 
taking effort to restore order and accurate accounting. 
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As time went on the fixed price contracts became completed 
and most of the work in the yards was on the navy cost-plus con- 
tracts, with a small amount of repair work and in some instances 
a few contracts for the Emergency Fleet Corporation. The last 
were also usually on cost-plus contracts differing slightly in form 
from those of the navy. This condition made it still more im- 
portant to provide for a correct segregation of costs between the 
various contracts. It was obviously to the interests of the ship- 
builder that the cost-plus-percentage contracts should bear their 
full costs without any diminution, and, as a matter of fact, a dis- 
honest shipbuilder might have been tempted to throw costs prop- 
erly belonging to other contracts on these cost-plus-percentage con- 
tracts. While it is not desired to express the slightest intima- 
tion that any shipbuilder wilfully diverted his costs in such a 
way, it must, nevertheless, be apparent that there was a wide 
opportunity for errors to creep in at the expense of the govern- 
ment. The proper segregation of charges between the contracts 
became, therefore, one of the fundamental points in which the 
government was interested. 

As an illustration of the difficulty of carrying out this segrega- 
tion, even with the best intentions on the part of all concerned, 
one need only to examine the processes entering into the build- 
ing of a vessel. One not familiar with a shipyard might suppose 
that a vessel was a unit large enough to be kept entirely segre- 
gated from any other work. A great deal of the work on a vessel, 
however, is done before the material actually reaches the building 
slips. All the enormous fabricating and subsidiary shops, such 
as the machine shop, the boiler shop, the sheet metal shop, the 
pattern shop, the foundry, the galvanizing plant and others, con- 
tribute to the shipbuilding process ; and, with these shops crowded 
to the utmost limits of their capacity, it is often no easy matter 
to keep track of the material destined for individual vessels. 
Add to this the fact that drillers and rivet gangs are repeatedly 
taken from one hull and sent to another perhaps only a few yards 
away, and it will be seen that constant watchfulness is required 
on the part of the time-keepers, shop clerks and inspectors to see 
that the proper charges are made on the cost records. 

Another condition that tended to create uncertainties in the 
costs was the constantly increasing dilution of the shipbuilder’s 
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force with inexperienced men. At times an enormous number of 
labor job tickets would come through with erroneous charges, 
which investigation proved were due simply to the ignorance of 
the men or their unfamiliarity with conditions. It sometimes 
happened that the job numbers written on the time cards would 
prove to be those used by the workman at another shipyard where 
he had recently been working. In other cases purely fictitious 
numbers would appear, and no amount of training and exhorta- 
tion seemed to produce satisfactory results during the period of 
rapid expansion. 

This condition could have been corrected much more rapidly if 
the shipbuilder’s time-keeping and accounting forces had been 
able to expand with the requisite efficiency. But here the serious 
difficulty was encountered of getting competent help at a time 
when large numbers were responding to the call of the army 
and navy. Nor was it easy to obtain new men at anything less 
than prohibitive rates. It would often occur that a man engaged 
as a time-keeper would, in two or three weeks after becoming 
familiar with the work in the plant, discover that he could make 
double his wages by becoming a rivet holder. This meant an- 
other man added to the ranks of productive labor, but at the 
same time more trouble for the accounting department. The 
result of these circumstances was that for a considerable period 
large percentages of erroneous charges came through to the cost 
books and were rectified there only by the most strenuous efforts 
on the part of the veterans of the accounting system, aided by 
the close cooperation of the government inspectors. 

These are only a few of the conditions that existed throughout 
a considerable period of war-time work on cost-plus contracts. 
The work of the shipbuilder’s accounting forces and of the navy 
department’s cost inspection force cannot properly be judged 
without making allowance for such extraordinary difficulties. 


MetTHOops OF Cost INSPECTION 


The methods of cost inspection could not be determined fully 
in advance, but developed with the increasing volume of the 
work and the recognition of the complexity of the problems in- 
volved. Even a brief summary of the rules and procedure laid 
down for the navy cost inspection boards would require con- 
siderably more space than is here available. Varying conditions 
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had to be met and ever changing problems encountered. The 
work of determining costs naturally fell, however, into the main 
divisions of (a) materials, (b) labor, (c) indirect expenses, 
(d) additional plant facilities. In determining these costs, the 
work of the technical inspectors of the navy, namely, the superin- 
tending constructor, the inspector of machinery and the civil 
engineer, formed an important part, but one which was not pri- 
marily concerned with accounting. The description here may, 
therefore, be limited to the work of the cost inspector’s office, 
which was primarily the accounting office for the government. 


ACCOUNTING FOR MATERIALS 


The cost inspection of materials begins with the approval of 
the purchase order. Every purchase order issued by the ship- 
builder requires the approval of the navy technical inspector who 
is concerned with that particular material. This approval takes 
into consideration the price, the terms of delivery, the quality 
and the necessity for the article. The technical inspector 
naturally looks to the cost inspector for recommendation as to 
the reasonableness of prices. Accordingly, on every purchase 
order the cost inspector checks the prices by such data as he may 
have at hand or be able to obtain from outside sources. It is, 
therefore, necessary for him to keep a complete record of prices 
obtained from previous invoices, from navy yard records, pub- 
lished price lists and trade journals, 

The next step after approval of the purchase order is for the 
cost inspector to file the order in such a way that when the 
invoice is presented it can be quickly checked against the order, for 
the purpose of determining that the invoice price is correct and 
that the total quantities invoiced do not exceed the quantities 
authorized on the purchase order. No invoices are passed by 
the cost inspector for payment unless they are checked against 
a properly authorized purchase order. 

The procedure outlined refers to the purchase of materials 
ordered directly for use in constructing the vessels. It is often 
impossible, however, to determine the ultimate destination of 
material that is required for the various fabricating processes 
in the plant, although it may be known that all of this material 
will be required for the navy contracts. In such cases, the same 
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procedure is followed, but in addition an inventory is required 
showing the disposition of material as it is expended and the 
quantity remaining on hand. 


A great deal of material is also required for purposes connected 
with indirect expense. This is purchased by the shipbuilder 
for his own account and is drawn from his stores by requisition. 
As the values involved are often considerable it is incumbent 
upon the cost inspector to check the prices of this material and 
see that they are issued against the shop expense orders at actual 
cost prices, which, in this case, are taken as the average prices 
paid for the respective classes of material. A constant test is, 
therefore, required of the store-keeper’s price records, which in- 
volves repeated checking of the general stores inventory. 

Inasmuch as the shipbuilder is accountable for all of the mate- 
rial purchased, it is necessary for the cost inspector to keep bills 
of material continually posted up to date in order to ascertain that 
no excess amounts of material are ordered. If it were not for 
these bills of material, it would be possible for serious errors to 
occur that could not easily be detected. Materials ordered for 
certain specific jobs might be diverted in part by the shop fore- 
man to fill up emergency orders upon which material was short. 
If, through some error, the credit did not reach the navy account 
it would result that the navy would be charged with material not 
received. When the time came for using such material on the 
navy vessels it would be missing and a new order would be made 
by the shipbuilder which would result in a duplicate charge to 
the navy account. By keeping track of every order issued on a 
bill of material, however, the new order would show as an excess 
quantity and an explanation would be required. It should not 
be inferred from this that any deliberate attempt at duplicating 
orders or diversion of materials is the practice of the shipbuilders, 
but, when the enormous volume of work in some of the large 
shipyards is considered, it will be seen that errors of this sort 
might very easily occur in spite of the best of intentions. 











“ ACCOUNTING FOR LABOR CHARGES 

Perhaps the most difficult part of cost inspection is the check- 
ing of the labor charges. This, at first, might seem to be the 
easiest, and under normal conditions it might well be easy. But 
under the abnormal conditions prevalent during the war period, 
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only the most thoroughly organized and painstaking efforts on 
the part of the cost inspectors have sufficed to reduce to a mini- 
mum the errors in this branch of the accounting. Some of the 
difficulties have already been recounted, but perhaps the most 
perplexing condition of all is in the piece-work counting. Dur- 
ing the early part of the period few shipyards had an established 
piece-work schedule, and in almost all the yards such schedules 
as did exist were subject to continual changes. This made it 
difficult for the inspectors to find anything definite with which 
to check. Until the inspectors themselves became thoroughly 
familiar with the conditions of work it was often impossible for 
them to determine whether the rates placed by the foremen 
on the piece-work slips were reasonable or not. With the tre- 
mendous expansion of work it was only natural that the piece- 
work rate-setters should make mistakes and not infrequently 
these mistakes produced large discrepancies, not always to the 
disadvantage of the government. It should be mentioned that 
as time went on this condition showed considerable improvement. 

Without casting any reflections upon the integrity of the 
large body of workmen and the piece-work counters in general, 
it must be admitted that a considerable amount of wrong counting 
took place in almost every yard. Piece-work counting at best 
requires the utmost vigilance and care even when all parties are 
disposed to be rigidly honest. The least carelessness will oftea 
result in a large error in the count. In rivet counting, for in- 
stance, it is very easy to miss a number of rivets in the count. 
The riveter knows this and it is only human nature that he should 
try to offset it by counting in all the rivets he can claim as his 
own. With inexperienced counters this not infrequently results 
in duplicate counts. Proper organization and training of the 
counters can overcome this to a great extent, but proper organiza- 
tion and training were not to be had during certain stages of 
the work. A green counter is also likely to make this mistake: 
he will turn in a count as for 7% inch rivets, when as a matter 
of fact the size actually driven was 5% in. With rates at $5.50 
per hundred for % inch, and $4.50 per hundred for % inch, it 
will be readily seen that an error of this sort makes considerable 
difference. 

Illustrations of errors due solely to inexperience or careless- 
ness that can creep into the accounts through the labor records 
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could be multiplied without end. Not all the sources of these 
errors were discoverable from the start, but it can be said that 
through the constant watchfulness and alert minds of some in- 
spectors who came in direct contact with the work a large per- 
centage was detected and the causes were removed. 

Another source of error in the labor accounts, which gave 
considerable trouble in some yards during the early stages, was 
the success of some of the men in circumventing the methods of 
checking in and out of the gate. It might be supposed that gate 
checkings methods were sufficiently well known to prevent any 
errors of this sort, but here again reference must be made to 
the rapidity of expansion and inexperience of the shipbuilders’ 
gate forces. To inadequate physical facilities was added the 
complication of numerous shifts and the practice of overtime 
work. In the face of these conditions the gate check not infre- 
quently broken down to a considerable extent, often making it 
possible for men to claim credit for work when they were not 
actually present in the yard at all. This condition also showed 
much improvement as time went on. 

The following is an illustration of this sort-—a method which 
was fortunately discovered in time to prevent much abuse. It 
was found at one plant that a man rated at six dollars a day 
could hire a boy rated at three dollars a day to call out the higher 
priced man’s number on entering the gate in the morning and 
leaving at night. The result was that the six dollar a day man 
was marked present on the muster rolls, although he turned in 
no ticket for his work. At pay day, when he received no pay 
for that day, he could claim that his job ticket must have been 
lost, as he was present on that day. An investigation of the 
muster rolls would appareritly prove him in the right and upon 
his statement that he worked on such and such a job, there could 
be no other course than to grant him his pay. He could then split 
up with the boy whom he had engaged. Of course, this was a 
simple condition, but, like many others, it was actually worke1 
until it was discovered or until the shipbuilder’s gate force be- 
came adequate to handle the expansion of work. As an illustra- 
tion of the expansion of work it may be stated that at some of 
the large shipyards the force increased over 400% within a year, 
a large part of this increase coming within the period of a few 
months. 
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INTERPRETATION OF CONTRACTS 


In addition to what may be termed the external features of 
cost inspection there arose a multitude of questions involving the 
interpretation of the contract terms. The final authority in such 
cases rests with the secretary of the navy who acts through a 
board appointed by him and known as the compensation board. 
In referring matters to the compensation board at Washington 
it is incumbent upon the local cost inspection boards at the ship- 
yards to present arguments and data for guidance. This re- 
quires frequent conferences between the different inspectors and 
between the navy officers and the representatives of the ship- 
builder. These conferences and the necessary investigations 
comprise a considerable part of the work of cost inspection and 
require constant alertness and continual reference to the prin- 
ciples of accounting as well as to those of law and engineering. 


AUDITING AND REPORTS 


The results of all the external inspections and the decisions 
of the boards are ultimately reflected in the accounting records 
of the shipbuilder. The navy cost inspector is responsible for 
auditing the records and ascertaining the correctness of the bills 
rendered by the shipbuilder. This amounts to a continuous audit 
comprising nearly all the phases customary in public accounting 
practice. The clerical accuracy of the bookkeeping must be 
thoroughly tested; satisfactory vouchers must be seen in a suffi- 
cient number of instances to establish the authenticity of the 
entries; authority for journal entries and all unusual items must 
be made evident; the building up of summaries must be critically 
examined; and, above all, the indirect expenses must be sub- 
mitted to the closest scrutiny as to both the nature of items and 
the method of distribution. 

As an aid in conducting this audit and for the purpose of 
providing the navy department with data in support of the bills 
rendered, it is necessary for the cost inspector to keep records 
and summary books agreeing with the shipbuilder’s accounts. 
These are not intended to duplicate the shipbuilder’s work, but 
are rather a supplementary record. From these records reports 
are rendered monthly to the navy department. It is in reliance 
upon these records as a summary of his audit that the cost 
inspector attaches his signature of approval to the bills. 
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Duties of a Factory Cost Accountant* 
By Lee HEYER WHITE 


The field of the factory cost accountant is broad and diversi- 
fied. His work, being largely of a constructive nature, demands 
a combination of qualifications in excess of the requirements of 
any other branch of private accounting. To solve satisfactorily 
the problems which confront him daily, he must possess breadth 
of vision, sound judgment, tact and executive ability. The 
results of his efforts vitally affect the purchasing, manufacturing, 
selling and administration departments of a business, as well as 
the accounting, and, therefore, he must be able to grasp the view- 
point, win the co-operation and influence the procedure of each. 

Considering the scope of his work, the duties of a factory cost 
accountant naturally will be numerous and varied. They fall 
into certain definite groups, as follows: 


Payrolls, 

Stock records, 
Shop accounting, 
Cost finding, 
Receiving reports, 
Overhead expense, 
Factory ledger, 
Periodic statements. 


SNAWPZP ON 


PAYROLLS 

Payrolls are an unquestioned necessity of every factory. To 
etsure their accuracy the cost accountant must secure daily time 
slips covering in detail the work of each factory employee, exclu- 
sive of office clerks who are paid from a private roll maintained 
under his supervision or by the general accounting department. 
Wage values must be computed on these slips and posted to the 
daily payroll sheets. 

At the end of the week these daily sheets are totaled, com- 
pared with the clock card data compiled for each employee, and 
checked by department totals against corresponding time slip 
totals. The earnings of each individual are transcribed there- 





*A thesis presented at the May, 1919, examinations of the American Institute of 
Accountants. 
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from to weekly payroll recapitulation sheets, which are forwarded 
to the cashier’s department for payment, after necessary deduc- 
tions from wages have been recorded thereon. 

Maintenance of employment records for each employee and 
the preparation of accident reports should also be grouped with 
payroll work as an important although less vital feature thereof. 


Stock REcorps 

Properly compiled stock records are practically indispensable 
to the modern manufacturing business. It becomes the task of 
the factory cost accountant, therefore, so to keep the records 
that they will meet every possible requirement. All movements 
in and out of stores of raw materials, partly manufactured goods, 
finished products, supplies, fuel and other stocks must be recorded 
in such a manner that balances on hand of each item will be 
shown continuously. 


Maximum and minimum limits must be established and 
thereafter frequently revised as a basis for determining when 
stocks are low—information which is exceedingly valuable to 
the purchasing and production departments. The purchasing 
department also requires periodic reports compiled from these 
records covering the consumption and quantities on hand of 
certain groups of materials, the advantageous purchasing of 
which is dependent upon market conditions. 


It is not necessary to carry stock record balances in money 
value, but unit prices both of purchased and manufactured articles 
must be shown thereon and constantly revised, so that deliveries 
from stores for production and shipment may be correctly priced 
and inventories properly valued. 

Lists of inactive items should be made up frequently and 
furnished to purchasing, manufacturing and sales departments 
to prevent the accumulation of obsolete stocks. 

In order to ensure the accuracy of stock records, physical 
inventories must be requested systematically from the stores 
departments, as a basis for making necessary adjustments. This 
requires exercise of intelligent judgment because all items should 
be checked two or three times during a year without imposing 
unreasonable demands upon storekeepers or necessitating closing 
the plant for a general physical inventory. 
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It is essential, moreover, that stock records should be divided 
into groups which can be controlled by separate accounts in the 
factory ledger. It is possible then to extend in money value the 
quantity balances of one or more groups each month for the pur- 
pose of checking the controlling accounts and, furthermore, the 
work of preparing complete book inventories at the end of a 
fiscal period will be greatly expedited thereby. 

SHor ACCOUNTING 

The value of a cost accountant’s efforts is limited by the 
accuracy of the data which he receives from the factory, because 
all his records are based thereon. It becomes his duty, therefore, 
to supervise shop accounting practice, which to a certain extent 
places shop clerks and even foremen under his jurisdiction. 

This prerogative must be exercised wisely, for both patience 
and skill are required to persuade the average factory man that 
clerical detail is important and, instead of retarding production, 
is an aid thereto. The appearance of exercising divided authority 
merely arouses opposition and precludes the possibility of entirely 
satisfactory results which the willing co-operation of the factory 
organization will ensure. . 


Cost FINDING 


The routine, heretofore described, forms the basis of manu- 
facturing costs. Thus material and labor records, after serving 
their purposes in stock record and payroll departments, are for- 
warded to the cost department to be used as cost data. They 
must be sorted by job numbers and filed, pending completion of 
an order or until the end of the month, when they should be 
totaled, to obtain quantities consumed and values of materials in 
case of requisitions, and production, productive hours and labor 
values in case of time slips. 

The above records are entered in the monthly production 
summary which is arranged so that overhead expense can be 
added and the complete cost of each job will be shown by order 
number. Furthermore, the entire cost of the month’s output will 
be segregated thereon by the stores accounts chargeable with the 
value of work in process and finished product manufactured and, 
also, by the stores and various department accounts to be credited 
with the value of the materials and partly finished product con- 
sumed, labor performed and overhead expense applied thereto. 
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On this summary should be shown also the differences between 
actual costs of products and the values at which they are carried 
on the stock records so that the required adjustment can be made 
subsequently. 

Unit costs of all items on the summary must be determined 
for the purpose of revising stock record prices of regular 
products and for comparison with selling prices in case of special 
products. It is necessary periodically to send schedules of these 
unit costs of regular products to the price fixing department in 
order that important changes may be reflected in selling prices. 

Numerous inquiries will be received from the sales depart- 
ment for costs on various special articles, which must be com- 
puted from the cost data previously compiled and by investiga- 
tion of shop procedure that would be followed in the manufacture 
of these items. For this purpose, and for general information, 
unit costs when determined should be listed in comparative form 
on cost cards covering each size and kind of product manufac- 
tured. 

Costs must also be determined for new construction work and 
extraordinary repairs and renewals in the same manner as pro- 
duction costs, but on separate summary sheets to keep them 
entirely distinct as they are chargeable to capital asset, reserve 
or operating expense accounts. 

Cost records should be used as a means of controlling work 
in process. The factory cost accountant must call for department 
inventories finally to check this important asset, but the frequent 
need therefor will be obviated if inactive work in process as 
shown on the production summary is properly investigated and 
necessary adjustments are made. 


RECEIVING REPORTS 


Receiving reports are delivered to the factory cost accountant 
covering all goods received. These must be checked against 
copies of purchase invoices to ensure receipt of quantities and 
kinds of materials as billed. Unless this work is carefully per- 
formed, either materials in transit account, to which purchase 
invoices are temporarily charged when passed by the general 
accounting department, or inventory accounts may become over- 
stated and a financial loss may be suffered. 


193 








The Journal of Accountancy 


Receiving reports are also priced from the purchase invoices 
for the use of the stock record department in revising purchase 
prices and for entry in the distribution journal to the debit of 
inventory, fixed assets or factory expense accounts and the credit 
of materials in transit. 

OVERHEAD EXPENSE 


Items charged to factory expense in the distribution journal 
must be further segregated in an expense distribution record 
arranged to show classes of expense, departments chargeable 
therewith and a total column to offset the factory expense column 
in the distribution journal. Withdrawals from stores that cannot 
be charged direct to orders in process are likewise entered in 
money value in this same expense distributiun which also contains 
stores credit columns. 

Time slips that bear overhead expense numbers must be sorted 
weekly by class of expense. The labor values thereof are then 
totalled and posted to the indirect labor distribution which is 
arranged to show class of expense and departments chargeable 
and also departments to be credited with the labor performed. 

All overhead expense data require careful inspection to pre- 
vent charges being grouped under general expense which can 
possibly be allocated to departments, in order to avoid redistrib- 
uting them on an arbitrary basis. 

Monthly entries are made from the expense and indirect labor 
distribution to the factory ledger accounts indicated. When all 
overhead expenses, including fixed charges, have thus been segre- 
gated to the proper department accounts in the ledger, the monthly 
department overhead rates must be computed. At this point par- 
ticularly the factory cost accountant must exercise judgment and 
care, for he seldom can adopt one unit as a basis for distributing 
the expense of all departments. He will find it necessary to 
determine for each department a unit based upon production, 
productive man hours, machine hours or productive labor which 
will distribute most equitably the expense of that department on 
the product manufactured. These rates when finally established 
may be used for statistical purposes only, as fluctuations therein 
may be slight, or investigation of monthly department balances 
may prove that they are due to temporary conditions which would 
not affect the rates already in use during a period of several 
months. 
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Duties of a Factory Cost Accountant 


Factory LEDGER 


The results of the various activities of the cost accountant 
which have already been described must be consolidated in the 
factory ledger. This book should contain such asset accounts as 
inventory controls, divided in accordance with the stock record 
groups, fixed asset accounts, in which capital additions are carried 
during the current fiscal period so that they can be transferred in 
totals at the end thereof to the general accounting department, 
materials in transit and deferred charges accounts. Liability 
accounts will be required to cover general accounting department 
transactions, payrolls and current reserves, which should be han- 
dled in the same manner as the fixed asset accounts. There also 
must be accounts for each department of the factory and a general 
expense account arranged so that operating expenses can be classi- 
fied according to the divisions in the distribution records. Fur- 
thermore, an inventory adjustment account must be kept in which 
the money value of all price and quantity adjustments affecting the 
stock records can be absorbed. This account demands the close 
attention of the factory cost accountant because, in serving as a 
medium to dispose of inventory losses and gains, it measures the 
efficiency of the entire cost accounting system. If the postings 
thereto involve large amounts, an immediate investigation must 
be started to discover the weaknesses responsible for the errors 
which made the inventory adjustments necessary. 

Credits to the general accounting department covering pur- 
chases, fixed charges and payrolls paid will be debited direct by 
journal vouchers to materials in transit and department accounts 
in the factory ledger. In like manner the manufacturing cost of 
goods shipped, shipping expense and office maintenance charges 
must be debited to the general accounting department and credited 
to inventory, work in process and department accounts. 

To complete the factory ledger postings, it is necessary to 
pick up monthly entries from all the records heretofore described, 
which must be arranged to cover every factory accounting trans- 
action affecting any of the accounts mentioned above. 

Finally, non-productive department accounts which cannot be 
distributed direct as overhead expense must be closed into general 
expense and thence apportioned to production departments. At 
this point the entire cost accounting work of a month should have 
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been embodied in the factory ledger in such a manner that it 
forms an actual and important part of the general financial 
accounts. 

PERIODIC STATEMENTS 


The factory cost accountant has now reached the final stage in 
the course of his monthly labors. From the factory ledger, which 
should be in balance, he draws off a trial balance and forwards 
it to the general accounting department to be incorporated in the 
monthly consolidated balance-sheet. Then he must prepare a 
comparative operating statement covering all departments in the 
factory, on which is listed in parallel columns for the present 
month and the preceding month the total operating cost of each 
department, divided according to the classifications in the sub- 
sidiary records. Interdepartment transactions are deducted to 
determine net operating costs, and department production figures 
and overhead rates are entered as further evidence of the condi- 
tion of operating efficiency. He also should prepare a schedule 
showing the total operating cost of all departments, which must 
agree with the total of the net operating costs of individual 
departments. 

The factory ledger supplies the data for all these monthly 
statements except production figures. These he obtains from the 
production reports, which must be compiled weekly from shop 
production records, time slips and notices of deliveries to stores, 
in order to furnish the factory management with necessary 
operating information. 

Much of the factory cost accountant’s work cannot be com- 
pleted until after the close of the month which it covers. Owing, 
therefore, to its continuous or recurring nature, the routine of two 
months must often be in progress at one time. Consequently care 
and dispatch must be exercised in its performance in order to 
prevent the intermingling of cost data and the protraction of the 
work itself into a third month, which is sure to result in serious 
confusion. 

The duties of the factory cost accountant can never become 
monotonous, because they repeatedly present themselves to him 
under too many different aspects; and the degree of success which 
he may hope to attain in their accomplishment depends solely 
upon the limit of his own versatility. 
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Candy Manufacturers’ Accounts* 
By WILLLAM A. SHENTON 


This article is written for the purpose of outlining the essential 
and peculiar features in accounting for the business conducted 
by a class of candy manufacturers who produce a grade of hard 
candies formed in machine presses. 

In recent years there has come into being a variety of business 
euterprises that have been developed through the exploitation of 
their wares or product by means of extensive advertising cam- 
paigns. Among such is this class of candy manufacturers. 

Owing to the very nature of the industry, it must be more or 
less apparent even to the outsider that there must be certain 
fundamental factors contributing to the successful conduct of 
business of this sort. It is essential that there should be 

(a) A meritorious trade name or brand; 

(b) A national sales field; 

(c) A gross profit margin sufficient to carry the advertising 

and selling costs; 

(d) A standardized product. 

A careful consideration of these factors suggests to the mind 
of the accountant certain basic requirements in accounting to 
meet the needs of concerns of this type. For instance, it will be 
seen that the management in order to direct the business intelli- 
gently must know with a reasonable degree of certainty the 
relationship between the cost of manufacturing, the cost of selling 
and the selling prices. A knowledge of these facts appears 
especially essential when it is known that as a matter of selling 
policy a considerable percentage of manufactured product is fre- 
quently distributed as free goods to the jobbers throughout the 
country. 

The succeeding comments upon the nature of the accounts for 
this class of candy manufacturers relate to the accounting phases 
of the business in the order indicated below: 

1. Factory accounts ; 
2. Advertising and selling expenses ; 
3. Financial. 


*A thesis presented at the May, 1919, examinations of the American Institute of 
Accountants. 
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Factory ACCOUNTS 
Nature of operations 

It will be well, perhaps, to indicate fully at the outset the 
nature of the product and the operations through which it must 
pass until packed and ready for shipment. Naturally the prin- 
cipal ingredient or raw material would be sugar and as a matter 
of fact is granulated sugar. This is mixed with glucose, essential 
oils and other fluids and passes successively through a series of 
manufacturing operations, pulverizing and mixing, drying, blend- 
ing and pressing, before the candy is produced in finished form. 

The product must then be wrapped, labelled and packed in 
cartons and boxes before being ready for shipment. The cartons 
and boxes, however, are standard in respect to quantity. Each 
package contains a given number of candies, uniform in size and 
weight, each carton a given number of packages, and each box 
contains a given number of cartons. The factory accounts, there- 
fore, are divisible into three separate divisions, namely, cost of 
manufactured candy, cost of labelling, wrapping and packing and 
cost of shipping. 

It is not the intention to describe here in detail the various 
accounting steps necessary to obtain an accurate statement of 
costs, but to indicate these rather by an outline and to show at 
the same time the unusual features connected therewith. How- 
ever, certain basic principles must be clearly understood. In order 
adequately to perform their proper functions the factory or cost 
accounts must of necessity be tied with the financial books of 
account, and such costs must embrace all the elements comprising 
cost of production, whether for raw materials, labor or manu- 
facturing expenses. 
Stores accounts 

It is a well understood fact that it is as essential to control 
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the quantity and value of stores as it is accurately to record cash 
transactions; and the need in this case is emphasized by the fact 
that tinfoil, an expensive, compact material and easily stolen, is 
used in quantities to wrap the candy, so that, unless some standards 
of control are established, losses of material due to theft would 
possibly never be noticed. 

To reduce to the minimum possibilities of this sort and auto- 
matically to check incomplete and inaccurate records of materials 
delivered into production is a vital part of the duty of the cost 


198 














Candy Manufacturers’ Accounts 


accountant. This may be facilitated by standardized quantity 
production under a system of factory or work orders, designed 
to control the issuance of sufficient stores to produce only the 
quantity of finished product called for by the work order and 
controlled by departmental delivery reports linked with the work 
order to which they are applicable. 


The very nature of the business and the requirements of stan- 
dardized production limit the kinds of raw and packing material 
stores necessary to be carried, and it has been found to be advan- 
tageous to keep individual stores accounts in the factory ledger. 
These stores accounts are designed to show, on the debit side, 
the date, name of vendor, price and amount of materials received 
and these charges may be posted direct from the audited voucher 
to the debit of the respective accounts affected. Likewise, stores 
delivered into production may be posted direct to the credit of 
these accounts from the material delivery tickets. Again these 
credits may be posted from such tickets as to quantities only and 
the extension of cost may be computed by one calculation at the 
end of the month. For example, by footing the debit quantities 
and amounts the average cost price of the material purchased 
during the month may readily be found, and thus by footing the 
credit or consumed quantities and applying the average cost price 
the extension in money values is readily ascertainable. Of course, 
this method of averaging prices might in many cases be very 
unsatisfactory, but with commodities not subject to excessive 
fluctuation and where it is necessary to carry comparatively small 
quantities in stock, no hardship is worked and the accounting is 
made simpler. 


Production accounts 


From the preceding paragraph it will be observed that the cost 
of raw materials consumed may be charged direct to the depart- 
mental cost accounts affected—this is meant to cover both the 
candy manufacturing and wrapping and packing departments. 
The cost of productive labor may also be applied to the de- 
partmental cost accounts direct from the payroll distribution. In 
like manner, specific overhead charges that are directly applicable 
to each particular department may be charged direct, such as re- 
pairs to machinery, power, rent, etc. There then remain for dis- 
tribution to the various departments items of general overhead 
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that are not directly applicable to any particular department, and 
these, owing to the fact that the major portion of the direct labor 
is performed by hand rather than machine operations, may be dis- 
tributed on the basis of productive labor hours. 

As between the manufacturing and wrapping and packing 
departments, however, a conversion in the unit of cost must be 
made. Materials go into production on the basis of the unit of 
pounds, but in the wrapping and packing department the unit is 
a box, so that it is necessary to establish the weight of candy in 
each box in order to make the change to the final unit. The selling 
price, of course, is based on the box unit, so that the cost of sales 
must conform to that unit if proper comparisons are to be made. 

Adequate waste reports must be made. For instance, break- 
age of candy constantly occurs in the wrapping and packing opera- 
tions and credit should be made to cover the scrap value of this 
broken candy which, if clean, is returned to the pulverizing room 
and reground. 

It is as essential to record the movement of materials between 
departments as it is to record the original issue of stores into 
production. This may be done on interdepartmental delivery 
forms, and the quantities shown thereon may be posted to the 
credit of material account of the department delivering and to 
the debit of the material account of the department receiving. 
The computation of cost may be established in one calculation at 
the close of the month in a manner similar to that described in 
the treatment of the stores accounts, except that the cost in the 
department delivering would first have to be assembled and to 
include the charge for raw materials, labor and burden before the 
credit could be applied and a corresponding charge made to the 
succeeding department. 

These bookkeeping operations being performed, the results at 
closing periods will show the quantity and value of materials in 
process on hand in each department and finally the quantity and 
value of finished stock produced. 

The shipments ordinarily comprise three classes, namely, 
goods sold, free goods and consignments to branch offices, and 
these must be treated differently in the general accounts. The 
cost of goods sold should be charged to cost of sales, the cost of 
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free goods to free goods account and the cost of consignments 
to branches should be charged to the stock accounts at each 
branch and carried at cost until sold. 


ADVERTISING AND SELLING EXPENSES 


The aggregate expenditure during the year for advertising is 
apt to amount to a considerable sum and inasmuch as commit- 
ments of this sort are made some time in advance it is advisable 
to keep a separate register to record them. Such a record may be 
kept to show the total contracted for, the distribution of the 
several classes of advertising, namely, magazines, newspapers, 
street cars, outdoor display cards and others, and, in addition, pro- 
vide for recording the number of the audited voucher and the 
reference to the “copy” that the voucher covered. This record 
would serve to show the outstanding commitments on advertising 
contracts and provide the means of comparison with the total 
advertising appropriation authorized. 

The sales field is usually divided into territorial divisions. 
Some effort should be made to show the relationship between 
the advertising and selling costs and the sales returns. Of course, 
it is a practical impossibility accurately to apply advertising ex- 
penditures to sales, but managers need some statistics to guide 
them and to indicate the efficiency of the sales effort in the vari- 
ous divisions. The advertising expense covering newspapers, 
street cars, outdoor displays, etc., can be more or less definitely 
applied to the returns by divisions or subdivisions, but the 
application of advertising in national magazines is another matter. 
With regard to advertising in such magazines, the proper 
method of segregating the cost and applying it to the divisional 
or subdivisional sales returns is to do this on the ratio of the 
circulation of each magazine in each division to the total cir- 
culation of the magazine in the entire sales territory. However, 
magazine circulations are not always obtainable and the next 
best plan of distribution is that based on the ratio of the popula- 
tion in the division as compared with the total population in the 
sales field. 

Direct selling expenses embracing salesmen’s salaries and ex- 
penses and commissions may be more readily applied to the 
division wherein the expense is incurred. As a matter of fact, it 
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is usual, in addition, to assemble the results of each salesman’s 
effort and apply the cost of selling connected therewith. 


It must be clear that comparative statements of this character, 
showing the results and percentages of cost for the month and 
the period of the year to date, as compared with similar periods 
in preceding years, which are tied to and form a part of the 
monthly report to the management, must be of great value in 
formulating future sales policies. 


FINANCIAL 
Customers’ accounts 

The money value represented in the average sale is ordinarily 
small, but the volume of sales may be large. This means that 
granting credit becomes more a matter of policy and clerical rou- 
tire than a special study of the responsibility of customers and the 
limits of credit to be extended. And, again, volume suggests the 
necessity for carefully watching the age of accounts on the books. 
Therefore, for the purpose of facilitating collections and to fur- 
nish the required data as to age and collectibility of the outstand- 
ing accounts, it will be well to prepare monthly trial balances sub- 
divided as between “not past due” and “past due” accounts, with 
such further analysis of past due items as will indicate their age 
and probability of collection. 

Machinery and equipment 

Care should be exercised in distinguishing between capital 
outlay for machinery and equipment to see that the charges made 
actually represent the value of the fixed property and are not in 
reality items of an experimental character. It does frequently 
happen, especially in the early life of an enterprise of this sort, 
that considerable sums are expended in designing and construct- 
ing machines that never become serviceable; and, unless distinc- 
tion is made between the cost of useful machines and the cost of 
experimental work on machines that have no productive value, 
the assets of the company will become unduly inflated. 

It would seem clear that at best the cost of experimental work 
should be spread over only a limited period as compared with the 
cost of a machine useful for production purposes. 

General 

The fact that the product is standardized makes it possible 

to fill orders completely. In a single clerical operation can be 
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' made all departmental copies of the order, but for the purpose 
of ready identification each copy should be made on different 
colored paper. These several copies of the order may include the 
following : 

Acknowledgment of order. 

Customer’s invoice. 

Factory order. 

Shipping order. 

Sales department record. 

Collection record. 

Bookkeeping posting record. 


VP rP Hp = 


In conclusion, all accounts to be most useful must serve a 
constructive purpose, and this cannot be done unless the accounts 
are properly assembled and results promptly obtained. It is only 
when the managers are promptly furnished with proper account- 
ing data that they are able best to direct selling policies, productive 
efforts and meet the needs of the business, financial or otherwise. 
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Depreciation and Depletion in Tax Returns* 
By WILLIAM CAIRNS 


The government’s attitude toward the accounting for property 
investments is being defined very rapidly, as the disparity be- 
tween the various revenue laws which have been enacted during 
the last decade will show. Probably no branch of the science 
of accounting has received such detailed and reasonable con- 
sideration as this one. From the simple statement of an allow- 
ance for all “losses sustained within the year . . . including 
a reasonable allowance for depreciation of property,” contained 
in the 1909 statute, to the elaborately described allowances de- 
fined in the 1918 revenue law is a big stride; and the accounting 
profession may well be gratified at the part it has played in 
bringing about the present condition of affairs. 

The 1918 statute recognizes four main classes of allowable 
deductions from property investments, as follows: 


1. Amortization, or the shrinkage in value due to market 
conditions. 

2. Obsolescence, or the shrinkage in value due to the progress 
of the art. 

3. Depreciation, or the shrinkage in value due to exhaustion, 
wear and tear. 

4. Depletion, or the shrinkage in value due to exhaustion of 
mineral and other deposits, oil and gas wells and timber 
limits by extraction or cutting. 


While no discussion of either the first or second deductions 
is contemplated by this article, it is relevant to note that 
amortization is allowed only to firms engaged in war industries, 
and further is deductible only from the investment in plant 
specifically used in that part of their business. It is inclusive of 
depreciation and, on property on which an amortization deduc- 
tion is claimed, no deduction for depreciation will be considered 
for any period subsequent to December 31, 1917. 





*A thesis presented at the May, 1919, examinations of the American Institute of 
Accountants. 
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The obsolescence allowance, although reportable as part of 
the depreciation deduction on the corporate return, is clearly 
differentiated from the latter, being defined as an allowance to 
cover the loss sustained by the normal progress of the art which 
governs the property in which the taxpayer’s funds are invested. 

The deduction for depreciation, as described in the 1918 
revenue law, is based on sound accounting theory. The regula- 
tions call for a recognition of the salvage value of the depre- 
ciable property as a necessary factor in the calculation of the 
allowance. Heretofore this has been ignored by the department 
as non-essential; but now it is not only recognized but prescribed. 
There is further an expressed intention to recognize any rea- 
sonable method of computing the depreciation allowance, and, 
in view of this, the accountant’s method becomes a question of 
real (in the sense of pecuniary) service. 

A review of the various methods used by clients in computing 
depreciation shows that the average judgment applied to. the 
treatment of this expense is uncalculating and thoughtless. The 
methods encountered in examining the accounts of various busi- 
nesses are usually confined to: 

1. The fixed rate method, and 

2. The declining balance (unscientific) method. 

While the declining balance (scientific) method is occasionally 
broached in discussion, it is rarely found in practical use. 

Theoretical provision for depreciation supposes a return of 
the capital invested in any property through a charge to the ex- 
penses of operations, so that it is desirable to make as equitable 
distribution of the depreciable cost over the estimated period 
of usefulness of the property as possible. How do the various 
methods of computing depreciation, quoted above, do this? 

The fixed rate method provides for an equitable distribution 
of the depreciation, per se, but as maintenance and repair costs 
are a gradually increasing quantity during the life of the majority 
of depreciable assets, it is obvious that the total deduction from 
income over a period of years will not be allocated equally to 
each year. For example, a building with an estimated life of 
30 years and a residual value of 12'4% would charge each year 
to depreciation under this method $2.92 for every $100.00 in- 
vested; but at the same time the maintenance and repair costs 
would be increasing from about 8 cents per $100.00 in the 
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first year to $3.78 per $100.00 in the thirtieth year, so that the 
joint deduction would be a gradual increase from $3.00 per $100 
in the first year, to $6.70 per $100 in the thirtieth year. With- 
out deviating to amplify or rebut the arguments pro and con on 
the grievous question of method, the fixed rate method of de- 
preciation does not permit the equitable return of the cost of a 
property investment. 

The declining balance (unscientific) method provides for a 
fixed percentage deduction on the diminishing balance, without 
regard to any estimate of the life of the asset. To put it simply, 
it is no method at all. The only reason for commenting upon it 
is its widespread prevalence among reputable business organiza- 
tions with an archaic sense of the fit. The unscientific part of 
the method is that, while the deduction from income each year 
for depreciation and maintenance combined will be nearer equal 
than under the fixed rate method, the cost of the property will 
never be retired. The accountant can render real service to the 
concern employing this method by a simple demonstration of 
the folly of paying taxes on expenses. 

Neither of these two methods most commonly used in prac- 
tice, then, will adequately satisfy the principle of equitable dis- 
tribution. How does the declining balance (scientific) method 
fit this principle? Let us take again the example quoted above, 
that of the building with a life of 30 years and a residual value 
of 12%%. In place of the fixed sum of $2.92 per $100 per 
annum charged to depreciation, we would have a variable and 
declining amount which would range from $6.70 in the first year 
to about 80 cents in the thirtieth year. The maintenance would, 
of course, be the same, and therefore the combined deduction 
would only vary from $6.78 in the first to about $5.00 in the 
fifteenth year (its lowest point) ; thereafter rising again to $5.70 
in the thirtieth year—perhaps as nearly equitable a distribution 
of the cost and carrying charges of this investment as could be 
made beforehand by estimates. 

Now 1918 will probably be the peak tax year of this 
decade, if not of this generation. Indeed, only a pessimist 
could imagine the recurrence of such a year of penalty and pain 
upon the corporate dollar. And, if this is so, any reduction in the 
taxable income of a corporation for 1918 will be worth more than 
a similar reduction in amount in a subsequent year. Such a 
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reduction will save the average corporation 82.4% of that amount 
in its tax. As stated before, we hold no brief for the technically 
correct method. We have not seen, however, that it is anywhere 
contended, with reason, that the declining balance (scientific) 
method is unscientific. At best, the argument against it was that 
it was not so practical as the fixed rate method. 

Well, let practice be the arbiter, and judge if it is not more 
practical to take a deduction of $67,000 for depreciation on a 
new million dollar building in 1918, as against a deduction of 
$29,200 calculated under the fixed rate method, merely because 
the declining balance (scientific) method involved more care and 
judgment in its application to the corporate records. Or, take the 
case in perspective: our joint charge for property shrinkage in 
value will gradually decline from $67,800 to $50,000 over the first 
fifteen years, increasing again to $57,000 in the thirtieth year— 
this as against a ratable increase from $30,000 in the first year to 
$67,000 in the thirtieth year. The government has driven the 
theorists to the crucible. 

The revenue laws have forced recognition of another feature 
of this subject that accountants have neglected in practice. Depre- 
ciation is an element of cost of the work produced by virtue of 
the use of the property for which the depreciation allowance is 
claimed. As such, it is allocable pro rata to the finished product 
and to the work in progress. In shipbuilding and manufacturing 
concerns where accurate costs of unit production are desired, the 
allocation becomes necessary and is usually found to be made in 
practice ; although one of the largest shipbuilders of the west has 
taken the position that depreciation expense is chargeable in toto 
against the year in which the depreciation occurred. This argu- 
ment is the logical mate of the one that guides accountants in 
stating that “the profits before deducting depreciation were such 
and such,” charges depreciation to surplus and reflects a halo of 
conservatism upon the directors. The practical method is simply 
for all manufacturing and quasi-manufacturing concerns like 
machine shops to exercise the same care in distributing deprecia- 
tion expense to their finished and unfinished work as they do in 
dividing their labor charges. The one is no less an expense of 
production than the other. 

The question of handling investments in patterns, models, 
drawings, etc., shows again the government’s tendency to be liberal 
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in its dealings with the taxpayer. The 1917 statute required the 
taxpayer to capitalize the cost of successful patterns, etc., and 
make them the subject of a depreciation allowance, while it 
allowed him to write off the cost of unsuccessful patterns, etc., 
as aloss. The 1918 law, however, permits him either to write off 
the cost of his successful patterns, models and drawings or to 
capitalize them and depreciate them over their period of useful- 
ness. As the vast majority of patterns, etc., are not worth a penny 
except to the concern which devised them, the reasonable and 
obvious course would be to recommend their reduction to a nomi- 


nal sum. 
The regulations provide that the taxpayer may take a 


deduction for loss incurred on investment in any property, the 
use of which has been discontinued, although no sale or other 
disposal has been made of the property. In the case of a subse- 
quent sale or disposal of the property, where this option has been 
exercised, the taxpayer must report any additional loss or gain as 
a result of the sale. 

The department has also taken the position, as defined in the 
regulations, of permitting depreciation on intangible assets. The 
following assets of this class are not, however, subject to any 
allowance for depreciation. 

Goodwill, 
Trade-marks, 
Trade names, 
Trade brands, 
Secret processes, 
Secret formule. 

In depreciating patents the taxpayer is granted the right of 
revaluing them at March 1, 1913, if they were acquired prior to 
that date. This recognition of the rights of holders of valuable 
patents on that date is simple although belated justice. 

An allowable deduction for depletion was first recognized by 
the 1913 statute. The prior enactment of 1909, although it pro- 
vided for a deduction for “all losses sustained within the year 
oveuwe including a reasonable allowance for depreciation of prop- 
erty,” has since been construed by the supreme court as not allow- 
ing any claim for depletion of mineral deposits (Sargent Land 
Company case, 242, U. S. 503). The allowance granted by the 
1913 law was limited to an amount equal to 5% of the market 
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value at the mine of the output for the taxable year. This was 
only a concession to justice, and the 1916 law raised the limitation 
from 5% to 100% of the market value of the output. 

The deduction for depletion, as described by the 1918 law and 
regulations, provides for the loss through exhaustion of mineral 
and other deposits, oil and gas wells and timber limits through 
extraction or cutting. The speculative nature of investments in 
mining property has been given recognition in the present statute 
by the permission granted to the taxpayer who discovers mineral 
deposits or oil or gas wells to establish as his investment in the 
property an amount equal to the fair market value within 30 days 
from the date of discovery, where such market value is materially 
disproportionate to the cost of discovery. In all other cases the 
depletion will be based upon (a) the cost of the property, if 
acquired subsequent to February 28, 1913, or (b) the fair market 
value of the property as of March 1, 1913, if acquired prior to 
that date. These deductions are allowed only to operating owners, 
lessors and lessees. 

The 1917 statute divided operators of mining property into 
two classes: (a) operators who own the fee and (b) operators 
who own a lease or leases. The capital recoverable through the 
depletion allowance by the first class of operators was based on 
(a) the cost of the property, if acquired subsequent to February 
28, 1913, or (b) the fair market value of the property at March 1, 
1913, if acquired prior thereto. The capital recoverable by the 
second class of operators was based on the cost of acquiring the 
lease, plus any royalties or development expenses that had been 
capitalized. The lease not being recognized by the department 
as “property,” the lessee was discriminated against in the allow- 
ance granted him for recoverable capital, inasmuch as he was not 
allowed to re-appraise his lease at March 1, 1913, as were the 
holders of recognized property. 

The 1918 law, however, has granted the lessee the right denied 
him by the previous statutes; and in consequence the relation 
between lessor and lessee has to be defined very clearly. Whereas 
the lessor, as owner of the fee, was entitled under the 1917 law 
to all the deduction for the fair market value of the property at 
March 1, 1913, the lessee becomes a participant in that deduction 
under the present statute, which provides that in no case may the 
joint deduction of lessor and lessee exceed the fair value of the 
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property. The lessor, in the capacity of owner, will be under 
the onus of proving the fair market value of the property, and 
the total deduction claimed shall be apportioned by agreement 
between lessor and lessee, the returns of both specifying the 
interest of the parties in the property. 

Where the cost of a property and its fair market value have 
been determined, the department will permit no revaluation there- 
of at a later date; but this will not operate to prevent the taxpayer 
who discovers a mine subsequent to March 1, 1913, from re-estab- 
lishing the fair market value within 30 days after discovery in 
lieu of the cost already established, where that cost is materially 
disproportionate to the market value. 

Depletion, per se, applies only to the exhaustion of the deposits, 
oil, gas or timber, as the case may be; and any expenditures for 
plant and equipment required in the operation of the property will 
be the subject of a depreciation allowance, determined either 
according to the useful life of the equipment or according to the 
rate of exhaustion of the deposits, etc. Individual cases will 
determine the advisability as to which rate of depreciation to take. 
The regulations, however, having in view the fact that additional 
expenditures are necessitated to maintain the normal output of 
mines by reason of a longer haul or working at a greater depth, 
permit the taxpayer the option of charging off such expenditures 
to current operations or capitalizing and depreciating them. 

Care must be taken to distinguish on the records the extent of 
the depletion and depreciation reserves and the difference between 
them. Any distribution by way of a dividend made from either 
of these two reserves will only be recognized provided the total 
surplus and undivided profits of the taxpayer have first been dis- 
tributed; and then any such distribution must be specified as a 
return of capital. 

In the case of a property which is leased for a consideration 
which provides for the payment of annual royalties based on a 
minimum quantity extraction of so many thousand tons of ore, 
etc., even if the ore is not actually mined by the lessee, the lessor 
may claim as a deduction from the royalty received the amount 
to which he would be entitled if the ore had actually been ex- 
tracted. Where the lessee was delinquent in his operation of the 
property, this would naturally result in the lessor’s securing a 
deduction for depletion of ore still in the ground; so that if he 
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were, through neglect on the part of the lessee, to repossess the 
property, he would be obliged to report as income the amount 
previously claimed as a deduction to the extent that it did not 
represent ore that had actually been extracted. Under the present 
sliding scale of taxation, this provision could easily work a hard- 
ship upon the taxpayer who finds himself in the embarrassing 
position of having to reacquire his property in 1918. No provision, 
however, is made for equalizing the situation by the filing of 
amended returns, and the logical recourse in such a case would 
be an appeal for reasonable consideration at the hands of the com- 
missioner. 


211 








The Journal of Accountancy 


Published monthly for the American Institute of Accountants by 

THE RONALD Press CoMPANY, 20 Vesey Street, New York, N. Y. 

Thomas Conyngton, President; L. G. Henderson, Secretary; 
Hugh R. Conyngton, Treasurer. 








A. P. RICHARDSON, Editor 


EDITORIAL 
Branch Office Ethics 


It is an unusual week that passes without bringing some in- 
quiry, protest or objection on the question of branch offices of 
accounting firms. 

Originally in all professions the work was almost wholly in- 
dividual. The lawyer, for instance, had his chambers in which 
he met his clients and personally served their needs. In the 
beginning the accountant, too, worked in a somewhat similar 
fashion. ; 

There was something approaching the ideal in the relation- 
ships thus established, and these relationships might have con- 
tinued undisturbed but for the growth of business both in volume 
and in the variety and extent of its ramifications. Accountancy 
has been and is more closely connected with this development 
of business than perhaps any other profession. As the servant 
of business it has, therefore, been inevitable that accountancy 
should conform in its development to the necessities imposed 
upon it by the development of business. 

Thus, instead of the individual practitioner working alone, 
we find him working with and through a staff of assistants. As 
his practice extends he becomes a part of a firm and the mem- 
bers of the staff look forward to promotion not only to higher 
positions within the staff, but ultimately, if their talents and 
industry warrant, to positions as partners. 

If the firm’s practice includes many corporations operating 
in part through subsidiaries, or maintaining branch factories or 
other establishments at various points, the time comes when it 
seems necessary for the firm to establish one or more branch 
offices in order properly to take care of its practice. There is, 
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therefore, a sound reason for the branch office, and it may be 
said safely that the better firms which have adopted this form of 
organization have done so only as the interests of their practice 
have required. Such offices have not been established by them 
except as the growth of their professional work at a given point 
made it desirable to maintain there a branch office. Indeed, there 
is a general feeling among such firms that branch offices estab- 
lished on any other basis are a liability rather than an asset. 
The good name of the firm is necessarily at risk and may be 
seriously injured by the conduct of the branch manager, and such 
firms probably look upon the establishment of a new office with 
a feeling of reluctance rather than of eagerness. 


Unfortunately some firms have pursued a policy of rapid de- 
velopment through the establishment of branch offices at points 
at which the firms have no established practice. In such circum- 
stances the manager feels, if he is not told, that he must some- 
how make the office pay. This kind of branch office policy has 
given rise to just criticism and probably forms the basis of most 
of the adverse comment which is made upon the subject. 

As an illustration of the questions which arise and the protests 
which are made against certain kinds of branch offices, the follow- 
ing letter written by a member of the American Institute of 
Accountants will be of interest. The city from which it is written 
is one of the large and flourishing centers of the middle west. 


Editor, The Journal of Accountancy, 


Dear Sir: 

It occurs to me that it would be of interest to some members 
of the profession if an article were written about the ethics of our 
profession as applied to the employment of assistants and their 
limitations. 

The particular matters I have in mind just now are four: 

1. Is the practice of sending out new employees without 
previous professional experience as branch office managers a wise 
one? 

2. Is the practice of signing reports of work done by juniors 
without further supervision than an office inspection advisable? 

3. What should be said of a branch office of a firm in which 
neither certified nor chartered accountants are employed? Should 
reports made up in such offices be signed there by employees not 
certified or chartered? If not, is it ethical to make up such reports 
for signature at some other office of the same firm where certified 
or chartered men are employed? 
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4. What should be said of the practice of certified accountants 
arranging with those not certified to sign their reports for a per- 
centage of the fee, no supervision to be exercised? 


These are not hypothetical questions. It is common report 
that each one of these practices is being carried out in this vicinity. 
An editorial or other opinion from some one whose authority 
is recognized would be appreciated by some of us who are con- 
cerned for the good name of our profession. 
Yours truly, 
ae ve 

P. S.—A Chicago firm of C. P. A.’s has an arrangement with 
a collection agency for forwarding mail, but the partners in the 
Chicago office advertise it as a regular office, of which they have 
eighteen on their letterhead. They haven’t even desk room in this 
city and never had a man here or working from here. 

Upon receipt of this letter it seemed well to obtain an opinion 
from the highest authority, and accordingly the correspondence 
was sent to Carl H. Nau, chairman of the committee on profes- 
sional ethics of the American Institute of Accountants. 

Perhaps the informal reply which was received will best ex- 
press the professional feeling on the questions raised without any 
attempt to expand the matter into an article as is stiggested by 
Mr. Nau. 

et eh eS 4 0 

He considers separately each of the four questions in the letter 
and comments upon them as follows: 

1. Is the practice of sending out new employees without 
previous professional experience as branch office managers a wise 
one? 

The answer must of necessity be an unqualified “No.” The 
reason for this answer is so elementary and obvious that it would 
be as absurd to justify it as would be an attempt to prove an 
axiom by argument. 

2. Is the practice of signing reports of work done by juniors 
without further supervision than an office inspection advisable? 

The answer cannot be a categorical yes or no. Many things 
done by a junior whose ability and trustworthiness are known to 
his principal (especially if he has had previous opportunity to 
become fully informed upon and acquainted with the work in 
hand) can, with propriety and safety, be entrusted to him, under 
only such general supervision as every reputable accounting firm 
endeavors to maintain over its staff. 


214 














Editorial 


Every accountant’s office is constantly called upon to exercise 
intelligent discrimination in this respect. The same junior who 
might be entirely relied upon in handling one examination would 
not, even in an emergency, be considered as qualified to conduct 
some other examination. One can imagine cases in which he 
might be entrusted with the supervision of several other juniors 
working on a single engagement, with only such office supervision 
as might be had by conference with and suggestions from his 
principal, whose advice is based entirely upon information re- 
ported to him by the junior, coupled with a prior knowledge of 
the business and affairs of his client. 


Were the question directed at a general and indiscriminate 
policy of entrusting every kind of accounting work to juniors, 
without regard to the nature of the work or the qualifications of 
the junior doing it, or at an indiscriminate policy of signing reports 
without exercising the most painstaking care and judgment in 
discriminating, not only between juniors and seniors, but also 
between seniors and seniors, the answer would be that such a 
practice is not only unjustifiable but entirely reprehensible as well. 


3. What should be said of a branch office of a firm in which 
neither certified nor chartered accountants are employed? Should 
reports made up in such offices be signed there by employees not 
certified or chartered? If not, is it ethical to make up such 
reports for signature at some other office of the same firm 
where certified or chartered men are employed? 

I know of accountants who are not certified or chartered who, 
by education and experience, and both professional and ethical 
qualifications, are the peer of most certified or chartered account- 
ants; indeed they are in every way superior to some who are 
certified or chartered. Because he is neither does not disqualify 
an accountant from preparing reports which may be signed by his 
employers, who may or may not be certified public accountants. 

There are accountants who are members of the American 
Institute who are neither certified nor chartered and many more 
ought to be members. 

There are some degrees of certified public accountant which 
are about as meaningless as the degree of M. D., which was more 
or less prevalent in my youth and could be obtained from 
a paper college, whose requirements were few, and the chief of 
which was the payment of a small fee. 


215 





i 
Hy 
Wg 
4 
‘9 


ers 


= SSW, 








The Journal of Accountancy 


A reputable firm of accountants will not employ a manager 
for a branch office who is not a capable and trustworthy account- 
ant. A firm which was represented in a branch office by certified 
accountants who were not capable and trustworthy would be more 
reprehensible than the former. 

I hope the time will soon come when all qualified accountants 
will be members of the American Institute of Accountants. 

If any present members of the institute knowingly and delib- 
erately certify to reports which are the result of careless or in- 
efficient accounting work they are not worthy to be members 
thereof. If certified public accountants who are not members 
of the institute do so, it is an illustration of the ineffectiveness 
of attempting to infer professional or ethical conduct from the 
mere possession of a degree, as well as of the futility of attempt- 
ing to discipline or use moral suasion with men who are in no 
way amenable to any rules or ethical precepts laid down by an 
organized body of the profession. 

4. What should be said of the practice of certified accountants 
arranging with those not certified to sign their reports for a per- 
centage of the fee, no supervision to be exercised? 

If certified accountants engaged in this practice are members 
of the institute, charges should be preferred against them under 
rule (6), which reads as follows: 

“No member shall certify to any accounts, exhibits, schedules 
or other forms of accountancy work which have not been verified 
entirely under the supervision of himself, a member of his firm, 
one of his staff, a member of this institute, or of a similar asso- 
ciation of good standing in foreign countries which has been 
approved by the council.” 

If they are not members of the institute I despair of any 
results from bringing the matter to the attention of thie state 
board of accountancy of almost any state. 


* * * * Xx 


There is much food for thought in the foregoing expression 
of opinion on four important questions. Sooner or later it is 
likely that the American Institute of Accountants will make some 
definite rules on the subject of what shall and what shall not con- 
stitute a branch office. In the meantime the views here given 
will be of much interest to everyone who considers the facts. 
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To inquirers on abstract tax questions a pointed reminder is given 
by the commissioner of internal revenue, in a circular letter protesting 
against being subjected to a catechism of generalities and announcing 
his policy of answering only questions on specific cases, furthering the 
laudable object of collecting taxes due. Perhaps influenced by sympathy 
born of the experience of this department we are glad to assist in giving 
this announcement general circulation. 

Mim. 2228, August 13, 1919. 

Requests are being received daily for rulings and advice upon abstract 
cases or prospective transactions involving questions of income tax and 
profits liability. These requests are so numerous and the insistence on 
prompt action so great that it seems advisable at this time definitely to 
outline the bureau’s policy which will govern the consideration of these 
requests, 

The revenue act of 1918 departs widely at many points from prior 
law or practice, and has given rise to new questions of such importance, 
complexity, and number that the resources of the bureau are no more 
than adequate to advise taxpayers promptly of their present liabilities 
arising out of past transactions. It is impossible to answer every ques- 
tion which the invention or ingenuity of the inquirer may devise without 
neglecting the fundamental duty of determining tax liability upon the 
basis of actual happenings. Under these circumstances the administrative 
necessity is obvious of giving precedence over abstract or prospective 
cases to actual cases in which the taxpayer desires to know what are 
his immediate liabilities under the law. 

It will be the policy of the bureau not to answer any inquiry except 
under the following circumstances: 

(a) The transaction must be completed and not merely proposed or 

planned. 

(b) The complete facts relating to the transaction, together with ab- 
stracts from contracts, or other documents, necessary to pre- 
sent the complete facts, must be given. 

(c) The names of all of the real parties interested (not “dummies” 
used in the transaction) must be stated regardless of who pre- 
sents the question, whether attorney, accountant, tax service or 
other representative. 

DanreL C. Roper, 
Commissioner. 
FiscaAL YEARS ENDING IN 1919 (Form 1120-A) 


Not a little discussion has recently been aroused over an evident dis- 
crimination in the revenue act of 1918 against corporations whose fiscal 
years begin in 1918 and end in 1919. This discrimination has been 
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brought sharply to the attention of accountants through the issuance of 
form 1120-A by the treasury department. The method of calculation 
prescribed in this form for fiscal years ending in 1919 fails to allow the 
excess profits tax as computed separately at the respective 1918 and 1919 
rates to be credited separately against the entire net income before cal- 
culating the income tax at the respective 1918 and 1919 rates. The method 
of calculation presented is, nevertheless, strictly in accord with the letter 
of the law, and was only adopted by the treasury department after pro- 
longed and careful consideration. The point at issue depends on the 
relation to each other of sections 335 (b), 205 (b) and 236 (b). Section 
335 (b) fixes the excess profits tax for fiscal years ending in 1919 at 
the sum of proportionate amounts of excess profits taxes calculated at 
the 1918 and 1919 rates, as follows :* 

_ “Ifa corporation makes a return for a fiscal year beginning 

in 1918 and ending in 1919, the tax for such fiscal year under 

this title—(111)—shall be the sum of (1) the same proportion 

of a tax for the entire period computed under subdivision 

(a) of section 301—(i. e., excess and war profits taxes at 

1918 rates)—which the portion of such period falling within 

the calendar year 1918 is of the entire period, and (2) the 

same proportion of a tax for the entire period computed under 

subdivision (b) or (c) of section 301—(i. e., excess and war 

profits taxes at 1919 rates)—which the portion of such period 

falling within the calendar year 1919 is of the entire period.” 


It is the excess profits tax thus determined, by a caleulation inde- 
pendent of the apportionment of the income tax at the different rates 
for 1918 and 1919 under section 205 (b), that is applied as a credit, on 
line 15 of form 1120-A, against the income taxed at the 12 per cent. rate 
for 1918 and the 10 per cent. rate for 1919. For this treatment section 
236 (b), which allows as a credit 


“the amount of any taxes imposed by title III for the same 
taxable year,” 





is the authority. Only a special proviso, such as follows the above quoted 
phrase from section 236 (b) for fiscal years ending in 1918, would, in 
these circumstances, permit the excess profits tax at the 1918 and 1919 
rates, respectively, to be credited separately against the entire net income 
before computing the income tax at the 1918 and 1919 rates. This proviso 
reads as follows: 


“Provided, that in the case of a corporation which makes 
return for a fiscal year beginning in 1917 and ending in 1918, 
in computing the tax as provided in subdivision (a) of section 
205, the tax computed for the entire period under title II of 
the revenue act of 1917 shall be credited against the net in- 
come computed for the entire period under title I of the 
revenue act of 1916 as amended by the revenue act of 1917 
and under title I of the revenue act of 1917, and the tax 
computed for the entire period under title III of this act at 
the rates prescribed for the calendar year 1918 shall be cred- 
ited against the net income computed for the entire period 
under this title.” 





* Phrases between dashes — — our inserts, 
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It is inconceivable that it was the intention of the lawmakers, in thus 
adjusting for 1917-18 fiscal years a grievance that existed for 1916-17 
fiscal years, to extend this privilege to only one year. The application of 
section 236 (b) might well be extended to all non-calendar fiscal years, 
and the spirit of the law followed rather than the mere letter. 

The effect of the legal method of computation is to deprive a corpora- 
tion with a year ending in 1919 of the benefit of the credit, for purposes 
of income tax at the 1918 rates, of a net amount equivalent to that pro- 
portion of the excess profits tax computed at the higher 1918 rates 
which the number of months in 1919 bears to twelve, minus that pro- 
portion of the excess profits tax computed at the lower 1919 rates which 
the number of months in 1918 bears to twelve. On this sum the loss is 
2 per cent., the excess of the 1918 income tax rate over the 1919 rate. 

It is interesting to note that a corporation having a fiscal year ending 
June 30, 1919, suffers most, and the loss is equal for fiscal years ending 
at dates equidistant from June 30th, whether prior or subsequent thereto. 
For instance, if the same set of figures be used, it will be found that 
the increase in tax will be exactly the same for fiscal years ended May 
31, 1919, and July 31, 1919, April 30th, 1919, and August 31, 1919, etc., 
down to January 3lst and November 30th. 

The bureau of internal revenue has announced that the advisory tax 
board will be dissolved at the end of September. This decision was 
reached after careful consideration and is based upon the facts that the 
board has substantially accomplished the purposes for which it was 
created and that the present members may not reasonably be expected 
to remain longer away from their businesses and professions. 


TREASURY RULINGS 


T. D. 2883, granting an extension of time to August 15th to partner- 
ships and personal-service corporations—and to these only—having a 
fiscal year ended in 1919 prior to May 3lst, was issued too late for 
publication in the August number of the Journal. 

T. D. 2892, amending Article 307, is omitted because it is superseded 
by T. D. 2906, which gives the latest information as to those countries 
which either do or do not satisfy the similar credit requirement of 
the statute as to nonresident alien individuals entitled to personal ex- 
emption and credit for dependents. The new names under each group 
are shown in italics. 

A lengthy decision of the United States court of appeals, embodied 
in T. D. 2899, applies only to life insurance companies and interprets 
the meaning of paragraph G, subdivision (b) of section 2 of the act of 
October 3, 1913. Being in conformity with section 233 (a) 1 of the 
revenue act of 1918 and article 549 of regulations 45, only the summary 
of the findings is repeated. It is to the effect that life insurance com- 
panies may exclude from gross income only such dividends returned 
to policy-holders as do not exceed premiums received from the same 
policy-holders in the same year; but that “redundancies”—the “excess 
of the actual premium or premiums paid by a policy-holder over the 
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subsequently ascertained cost of his insurance for any given year or 
years”—may neither be excluded from gross income nor deducted in 
determining net income. It is not claimed that this treatment is the most 
equitable, but rather that it is in accordance with the clear distinctions 
drawn in the law, from 1913 down to date. 

With respect to determining the consolidated invested capital for ex- 
cess profits tax purposes under the act of 1917, paragraph F of T. D. 
2662 is modified by T. D. 2901. Under the former the assets of affiliated 
or subsidiary companies were, for purposes of computing consolidated 
invested capital, valued, not as of the date when the stock of the sub- 
sidiary company was acquired by the parent company, but as of the 
date when the subsidiary company originally acquired such assets. Under 
the amendment, however, when the stock of the subsidiary is acquired 
for cash, the cash so paid shall be the basis for determining the value 
of the property acquired, instead of the conditions existing at the date when 
the subsidiary originally acquired the assets. Where stock of a subsidiary 
is acquired with stock of the parent company, the amount to be included in 
the consolidated invested capital as to the company acquired shall be com- 
puted in the same manner as if the net tangible assets and the intangible 
assets had been acquired instead of the stock. This makes clear how it is 
possible to demonstrate a capital surplus under articles 55 to 59 inclusive, 
and article 63 of regulations 41 of the revenue act of 1917, just as under 
section 326 (a) 2 of the revenue act of 1918 and article 836 of regula- 
tions 45—but the rule, of course, works both ways. 

T. D. 2903 is of interest to the general public for the reassurance 
given by the commissioner’s warning to his force, that divulging of infor- 
mation contained in the returns of taxpayers is a punishable misdemeanor. 

Instructions relative to acceptance of treasury certificates of indebt- 
edness maturing September 15 and December 15, 1919, similar to those 
of articles 1731-1732 for earlier maturities, are contained in T. D. 2907. 
The interest coupons must be detached and collected by the taxpayers. 


(T. D. 2883, July 9, 1919) 
Income tax 


t 
3 
ie 


ea 


Extension of time for filing returns of partnerships and personal-service 
corporations having a fiscal year ended prior to May 31, 1919. 


An extension of time to August 15, 1919, for filing returns is hereby 
granted to partnerships and personal-service corporations having a fiscal 
year ended January 31, February 28, March 31, or April 30, 1919. 


(T. D. 2899, July 24, 1919) 


Income tax—Decision of court 


eS a 


1. DiIvIDENDS EXCLUDED FROM GROSS INCOME. 

Under the provisions of paragraph G, subdivision (b) of section 2 of 
the act of October 3, 1913, that “life insurance companies shall not 
include as income in any year such portion of any actual premium 
received from any individual policyholder as shall have been paid 
back or credited to such individual policy holder within such year,” 
a life insurance company is not entitled to exclude from its total 
income during the taxable year, for the purpose of ascertaining its 
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gross income, any dividends paid or credited to policy holders from 
whom it did not receive any premium during that year; and as to such 
policyholders as it did receive premiums from that year it is entitled 
to exclude only such part of the dividends paid to those policyholders 
as did not exceed the amount received from them, respectively, by 
way of premiums during that year. 


2. DIVIDENDS CONSISTING OF REDUNDANCIES IN PREVIOUS PREMIUM PAY- 
MENTS. 

None of the cash dividends paid by a life insurance company to its 
policyholders which represent redundancies in previous premium pay- 
ments are deductible from gross income in annual tax returns as “sums 
other than dividends paid within the year on policy . . . contracts.” 


The . . . decision of the United States circuit court of appeals 
for the third circuit in the case of Lederer, collector, v. Penn Mutual Life 
Insurance Co., is published for the information of internal revenue officers 
and others concerned. 


(T. D. 2901, July 29, 1919) 
Excess-profits tax, revenue act of 1917 
Modification of paragraph F of T. D. 2662 


Paragraph F of T. D. 2662, which reads as follows: 


Assets of affiliated or subsidiary corporations which have to be ad- 
justed to meet the statutory limitations prescribed by section 207 shall be 
valued as of conditions existing at the dates when such assets were 
acquired by the respective affiliated or subsidiary corporations and not 
as of the date when the stock in such affiliated or subsidiary corporations 
was acquired by the parent or controlling corporation, 
is hereby amended to read as follows: 

When all, or substantially all, of the stock of a subsidiary corpora- 
tion was acquired for cash, the cash so paid shall be the basis to be used 
in determining the value of the property acquired. Where stock of a 
subsidiary company was acquired with the stock of the parent company, 
the amount to be included in the consolidated invested capital in respect 
of the company acquired shall be computed in the same manner as if 
the net tangible assets and the intangible assets had been acquired instead 
of the stock. If in accordance with such acquisition a paid-in surplus is 
claimed, such claim shall be subject to the provisions of articles 55 and 
63 of regulations 41. 


(T. D. 2903, July 30, 1919) 
Information contained in returns 


Laws relating to the giving out, by employees of the bureau of internal 
revenue, of information contained in returns filed by taxpayers or in 
reference to office procedure with respect to the auditing of returns, 
handline of claims, and similar lines of work. 

Your attention is directed to the following legislation relating to the 
divulging of information contained in the returns of taxpayers. 


Section 257 of the revenue act of 1918 provides— 

That returns upon which the tax has been determined by the commis- 
sioner shall constitute public records; but they shall be open to inspection 
only upon order of the president and under rules and regulations pre- 
scribed by the secretary and approved by the president: provided, that the 
proper officers of any state imposing an income tax may, upon the request 
of the governor thereof, have access to the returns of any corporation, or 
to an abstract thereof showing the name and income of the corporation, 
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at such times and in such manner as the secretary may prescribe: provided 
further, that all bona fide stockholders of record owning 1 per centum or 
more of the outstanding stock of any corporation shall, upon making re- 
quest of the commissioner, be allowed to examine the annual income 
returns of such corporation and of its subsidiaries. 


Section 3167, Revised Statutes, as amended by section 1317 of the said 
revenue act of 1918, provides: 

It shall be unlawful for any collector, deputy collector, agent, clerk, 
or other officer or employee of the United States, to divulge or to make 
known in any manner whatever not provided by law to any person the 
operations, style of work, or apparatus of any manufacturer or producer 
visited by him in the discharge of his official duties, or the amount or 
source of income, profits, losses, expenditures, or any particular thereof, 
set forth or disclosed in any income return, or to permit any income 
return or copy thereof or any book containing any abstract or particulars 
thereof to be seen or examined by any person except as provided by law; 
and it shall be unlawful for any person to print or publish in any manner 
whatever not provided by law any income return, or any part thereof, or 
source of income, profits, losses, or expenditures appearing in any income 
return; and any offense against the foregoing provision shall be a mis- 
demeanor and be punished by a fine not exceeding $1,000 or by imprison- 
ment not exceeding one year, or both, at the discretion of the court; and 
if the offender be an officer or employee of the United States he shall be 
dismissed from office or discharged from employment. 


Section 3152, Revised Statutes, as amended by the act of March 1, 
1879, authorizing the employment of internal revenue agents, also pro- 
vides : : 

And all provisions of sections thirty-one hundred and sixty-seven, . . . 
of the Revised Statutes shall apply to internal revenue agents as fully as 
internal revenue officers. 


Section 3173 of the revenue act of 1918 provides that— 

It shall be the duty of any person, partnership, firm, or association, or 
corporation, made liable to any duty, special tax, or other tax imposed by 
law, when not otherwise provided for, (1) in case of a special tax, on 
or before the thirty-first day of July in each year, and (2) in other cases 
before the day on which the taxes accrue to make a list or return . . .: 
provided, that if any person liable to pay any duty or tax, or owning, 
possessing, or having the care or management of property, goods, wares, 
and merchandise, articles, or objects liable to pay any duty, tax, or license, 
shall fail to make and exhibit a list or return required by law, but shall 
consent to disclose the particulars of any and all the property, goods, 
wares, and merchandise, articles, and objects liable to pay any duty or 
tax, or any business or occupation liable to pay any tax as aforesaid, then, 
and in that case, it shall be the duty of the collector or deputy collector 
to make such list or return. . . 


Section 3176, Revised Statutes, as amended by said section 1317, rev- 
enue act of 1918, further provides: 

If any person, corporation, company or association fails to make and 
file a return or list at the time prescribed by law or by regulation made 
under authority of law, or makes willfully or otherwise, a false or fraud- 
ulent return or list, the collector or deputy collector shall make the return 
or list from his own knowledge and from such information as he can 
obtain through testimony or otherwise. In any such case the commis- 
sioner may from his own knowledge and from such information as he can 
obtain through testimony or otherwise make a return or amend any return 
made by a collector or deputy collector. 
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Reading these provisions of law together, it is evident that any col- 
lector, deputy collector, agent, clerk, or other officer or employee of the 
bureau of internal revenue, including internal-revenue agents, who 
divulges or makes known in any manner whatsoever not provided by law 
the amount or source of income, profits, losses, expenditures, or any par- 
ticulars thereof set forth or disclosed in any income return made by any 
taxpayer, or by a collector or deputy collector, or by the commissioner of 
internal revenue, or who permits any income return or copy thereof, or 
any book containing any abstract or particulars thereof, to be seen or 
eXamined by any person, except as provided by law, or who prints or pub- 
lishes in any manner whatever, not provided by law, any income return 
or any part thereof, or source of income, profits, losses, or expenditures 
appearing in any income return, is guilty of a misdemeanor and subject 
to a fine not exceeding $1,000 or to imprisonment not exceeding one year, 
or both, at the discretion of the court, and if he be an officer o1 employee 
of the United States, to be dismissed from office or discharged from 
employment. 

The only provisions of law authorizing the making known of any 
income return. under the revenue act of 1918 are those contained in section 
257 of said act, above quoted. 

Similar provisions to those contained in section 257, revenue act of 
1918, and sections 3173 and 3176, as amended by said revenue act of 191& 
were also contained in the act of October 3, 1914, and the act of Sep- 


tember 8, 1916. 
(T. D. 2906, August 5, 1919) 
Income Tax. 


Amending article 307, final edition of regulations 45, dealing with non- 
resident alien individual entitled to personal exemption 
and credit for dependents. 


The final edition of regulations 45 is amended by changing article 
307 to read as follows: 

Art. 307. When nonresident alien individual entitled to personal ex- 
emption—(a) The following is an incomplete list of countries which either 
impose no income tax or in imposing an income tax allow both a personal 
exemption and a credit for dependents which satisfy the similar credit 
requirement of the statute: Argentina, Belgium, Bolivia, Bosnia, Brazil, 
Canada, Carinthia, China, Chile, Cuba, Dalmatia, Denmark, Ecuador, 
Egypt, France, Herzegovina, Istria, Mexico, Montenegro, Morocco, New- 
foundland, Nicaragua, Norway, Panama, Persia, Peru, Portugal, Rou- 
mania, Russia (including Poles owing allegiance to Russia), Santo Do- 
mingo, Serbia, Siam, Spain, Union of South Africa, Venezuela. 


(b) The following is an incomplete list of countries which in impos- 
ing an income tax allow a personal exemption which satisfies the similar 
credit requirement of the statute, but do not allow a credit for dependents: 
Bachka, Banat of Temesvar, Croatia, El Salvadore, India, Italy, Slavonia. 


(c) The following is an incomplete list of countries which in imposing 
an income tax do not allow to citizens of the United States not residing 
in such country either a personal exemption or a credit for dependents 
and, therefore, fail entirely to satisfy the similar credit requirement of 
the statute: Australia, Costa Rica, Great Britain and Ireland, Japan, The 
Netherlands, New Zealand. The former names of certain of these terri- 
tories are here used for convenience, in spite of an actual or possible 
change in name or sovereignty. 

A nonresident alien individual who is a citizen or subject of any 
country in the first list is entitled for the purpose of the normal tax to 
such credit for a personal exemption and for dependents as his family 
status may warrant. 
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If he is a citizen or subject of any country in the second list he is 
entitled to a credit for a personal exemption, but to none for dependents. 

If he is a citizen or subject of any country in the third list he is not 
entitled to credit for either a personal exemption or for dependents. 

If he is a citizen or subject of a country which is in none of the lists, 
then to secure credit for either a personal exemption or for dependents 
he must prove to the satisfaction of the commissioner that his country 
does not impose an income tax or that in imposing an income tax it grants 
the similar credit required by the statute. 


(T. D. 2907, August 7, 1919.) 
Income and profits taxes. 


Instructions relative to acceptance of treasury certificates of indebted- 
ness for income and profits taxes, supplementing articles 
1731 and 1732, regulations 45. 


Collectors of internal revenue are directed to receive at par United 
States treasury certificates of indebtedness of series T4, dated June 3, 
1919, maturing September 15, 1919, and series T6, dated July 1, 1919, 
maturing September 15, 1919, in payment of income and profits taxes pay- 
able on September 15, 1919, and to receive at par United States treasury 
certificates of indebtedness of series T5, dated June 3, 1919, maturing 
December 15, 1919, and series T7, dated July 1, 1919, maturing December 
15, 1919, in payment of income and profits taxes payable on December 15, 
1919. Collectors are authorized to receive such certificates in payment 
of such taxes, respectively, prior to the dates when the certificates, respect- 
ively, mature. The certificates of said series have one interest coupon 
attached, payable at the maturity of the certificates, respectively, but such 
coupons must in all cases be detached by the taxpayer and-collected in 
ordinary course when due. The amount, at par, of the treasury certifi- 
cates of indebtedness presented by any taxpayer in payment of income 
and profits taxes must not exceed the amount of the taxes to be paid 
by him, and collectors shall in no case pay interest on the certificates 
nor accept them for an amount other or greater than their face value. 

Deposits of treasury certificates of indebtedness received in payment 
of income and profits taxes must be made by collectors with the federal 
reserve banks of the districts in which the respective collectors’ offices 
are located, unless otherwise specifically instructed by the Secretary of 
the Treasury. Specific instructions may be given in certain instances 
for the deposit of the certificates with federal reserve banks of other 
districts and with branch federal reserve banks, and the term “federal 
reserve bank,” where it appears herein, includes such branches. Treasury 
certificates accepted by the collectors prior to the dates when the cer- 
tificates, respectively, mature should be forwarded by the collector to the 
federal reserve bank to be held for account of the collector until the 
date of maturity, and for deposit on such date. Certificates of indebted- 
ness should in all cases be stamped as follows by the collector, and when 
so stamped forwarded to the federal reserve bank by registered mail, 
uninsured. 


This certificate has been accepted in payment of income and profits 
taxes and will not be redeemed by the United States except for credit 
of the undersigned. 


Collector of internal revenue for the .... district of .........04. 


Collectors of internal revenue are not authorized, unless otherwise 
notified by the secretary of the treasury, to receive in payment of income 
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or profits taxes interim receipts issued by federal reserve banks in lieu 
of definite certificates of the series herein described. 

Collectors should make in tabular form a schedule in duplicate of 
the certificates of indebtedness to be forwarded to the federal reserve 
bank, showing the serial number of each certificate, the date of issue 
and maturity, and face value. Certificates of indebtedness accepted prior 
to the date of maturity must be scheduled separately. At the bottom of 
each schedule there should be written or stamped “Income and profits 
taxes, $....,” which amount must agree with the total shown on the 
schedule. One copy of this schedule must accompany certificates sent 
to the federal reserve bank and the other be retained by the collector. 
Such income and profits tax deposits must in all cases be shown on the 
face of the certificate of deposit (national bank form 15) separate and 
distinct from the item of miscellaneous internal-revenue collections (for- 
merly called “ordinary”), but it is not necessary to give the separation 
into corporation income, individual income, and profit taxes. 

Until certificates of deposit are received from the federal reserve 
banks, the amounts represented by the certificates of indebtedness for- 
warded must be carried by collectors as cash on hand, and not credited 
as collections, as the dates of certificates of deposit determine the 
dates of collections. 

For the purpose of saving taxpayers the expense of transmitting such 
certificates as are held in federal reserve cities to the office of the collector 
in whose district the taxes are payable, taxpayers desiring to pay income 
and profits taxes by Treasury certificates of indebtedness acceptable in 
payment of such taxes, should communicate with the collector of the 
district in which the taxes are payable and request from him authority 
to deposit such certificates with the federal reserve bank in the city in 
which the certificates are held. Collectors are authorized to permit de- 
posits of treasury certificates of indebtedness in any federal reserve bank 
with the distinct understanding that the federal reserve bank is to issue 
a certificate of deposit in the collector’s name covering the amount of 
the certificates of indebtedness at par and to state on the face of the 
certificate of deposit that the amount represented thereby is in payment 
of income and profits taxes. The federal reserve bank should forward 
the original certificate of deposit to the treasurer of the United States, 
with its daily transcript, and transmit to the collector the duplicate and 
triplicate, accompanied by a statement giving the name of the taxpayer 
for whom the payment is made in order that the collector may make the 
necessary record and forward the duplicate to the office of the commis- 
sioner of internal revenue. 

This treasury decision amends and supplements the provisions of 
articles 1731 and 1732 of regulations 45. 
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Epitep By SEYMOUR WALTON 
(AssIsTep BY H. A. FINNEY) 


In regard to the following attempt to present the correct answers to 
the questions asked in the examination held by the American Institute 
of Accountants in May, 1919, the reader is cautioned against accepting 
the answers as official. They have not been seen by the examiners—still 
less endorsed by them. 


INSTITUTE EXAMINATION 
AUDITING 
Question 1: 
How would you verify the accuracy of accounts receivable from trade 
customers— 


(a) In a detailed audit; 
(b) In a balance-sheet audit? 


Answer to question 1: 

(a) In a detailed audit a thorough examination should be made of the 
records of transactions appearing in the books of original entry. This 
would involve an inspection of vouchers of all kinds with the object of 
satisfying the auditor that the books of original entry contain a true record 
of the transactions which occurred during the period. 

The entries in the sales book should be verified by reference to orders, 
duplicate invoices and shipping records. Vouchers authorizing credits for 
returns and allowances, freight, discount and other non-cash items should 
be examined and authorizations noted. The audit of the cashbook will 
satisfy the auditor as to the adequacy of the system of internal check 
safeguarding cash receipts and will indicate whether or not there is an 
opportunity to misappropriate cash and cover the shortage in the accounts 
receivable by lapping, by substituting non-cash for cash credits or by 
some other device. 

A part of the work of a detailed audit is the verification of the foot- 
ings of all books of original entry. In so far as column totals are posted 
to the accounts receivable account, the verification of these totals may be 
considered to be part of the accounts receivable audit. After proving 
the correctness of the books of original entry, the postings to the con- 
trolling account should be checked. If no controlling account is kept, 
the auditor should make up one for himself. The total of the trial balance 
taken from the customers’ ledger should, of course, exactly agree with 
the balance of the controlling account. The customers’ ledger should be 
footed and each individual balance verified, or at least sufficient tests 
should be made of the balances to satisfy the auditor. 

No accounts should be included in this category except those that 
originate from sales. All accounts representing goods shipped on con- 
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signment, advances to salesmen, overdrafts of officers and employees or 
other cash advances should be rigidly excluded and entered under appro- 
priate classifications. 

In order to prove that the balances called for by the ledger represent 
accounts that are still active and that no part of them has been paid in 
cash or reduced by rebates and allowances, it is necessary to send an 
auditor’s note to each customer. This is best done by the auditor’s using 
a rubber stamp to print on each statement a polite request to the customer 
to report any discrepancy direct to the auditor. The statements thus 
stamped are the regular monthly statements to customers, which the 
auditor has checked to a trial balance which has already been or soon 
will be compared with the ledger. The auditor should enclose these 
statements himself in envelopes with his own return address on them 
and should mail them himself. Otherwise it would be possible for a 
fraudulent statement not to be mailed at all, or to be sent to a false 
address. 

These steps will verify the accuracy of the balances. If the question 
is intended to cover also the accuracy of items making up the accounts, it 
will be necessary to investigate further. Except for small accounts, the 
auditor should verify all credits other than cash and should require 
evidence for returns and allowances, freight, discounts allowed after the 
usual dates and any other credits which may have been made to take the 
place of cash remittances which had been abstracted, without disturbing 
the correctness of the final balance. 

If the question is intended to cover the accuracy of the valuation, it 
will be necessary to ascertain from the records what has been the normal 
loss from bad debts in the past, as a guide to the size of the reserve 
that should be established. The accounts should also be classified as to 
their being current or more or less past due. It may be that this classifi- 
cation will show that doubtful accounts have been kept on the books 
longer than they should be and that the reserve should be much larger 
than the dilatory practice of the past would require. 

(b) In a balance-sheet audit the principal object is to ascertain whether 
or not the items appearing on the balance-sheet are represented at their 
proper values. It will therefore be necessary to prove the accuracy of 
the balances of customers as a total by testing the controlling account 
and ascertaining whether the subsidiary ledger is in balance with it. If 
audit notices are not sent to customers, the sales for the last month should 
be investigated to see that no fictitious sales have been put through to 
swell the total. The usual proportion between outstanding customers’ 
balances and sales should be used as a guide in judging whether there 
is reason to suspect any fictitious increase in the total or not. The indi- 
vidual accounts should be scrutinized in a general way to detect any 
irregularities, such as the non-payment of a September item when all 
the October and November bills have been settled, indicating a disputed 
account. The adequacy of the reserve for bad debts should also be judged 
in the light of past experience and the condition of the accounts. 
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Question 2 

In a balance-sheet audit how would you verify as to quantities and 
amounts the inventory items 

(a) Goods in process; 

(b) Repair and replacement parts for the concern’s product? 
Answer to question 2: 

(a) If an adequate cost system is in use and is being correctly carried 
out, the various elements of cost will have been added to the goods as the 
work progresses and the balance of the goods in process account should 
be a close approximation of the value of the goods themselves. 

Where no good cost system is in use, it is next to impossible to verify 
the value of the partly finished goods. However, even in the crudest fac- 
tory methods, there is always some system for keeping a certain amount 
of track of what is being done. The person who keeps these records 
should be required to indicate the way in which the figures are obtained, 
and the auditor should be able in a general way to determine how nearly 
accurate the values are. 

The auditor may be guided somewhat by the valuations given in the 
inventories of raw materials and finished products. If they are found 
to be fairly obtained, there is every reason to believe that the valuation 
of goods in process is equally trustworthy. 

The condition of the business itself is an important point. A concern 
that has sufficient capital and is making good profits is not tempted to 
swell its resources or increase its apparent profits by over-valuing any 
of its inventories. If the concern is deficient in capital or profits the 
auditor should be much more thorough in his investigation of the inven- 
tories. 

(b) This part of the question is understood to mean those articles 
which are part of the finished product which wear out in a comparatively 
short time and are either sold to those who have previously purchased 
the complete product or given to them under the conditions of a guarantee. 

In either event an account should be kept with them which would 
show the original number made, the number entering into original sales 
and the number subsequently sold or delivered under guarantees. This 
means that they would be treated in the same way as finished product, 
part of which is transferred to other departments of the factory and part 
retained in stock as finished goods on hand. The inventory would be 
proved by the cost of the goods made, cost of those transferred to other 
departments, cost of those sold or given away and, finally, cost of those 
still on hand. 


Question 3: 

You are informed that during the period covered by a balance-sheet 
audit, which you have made, a defalcation was going on in the petty 
cash which was not discovered by you. You are asked to write a letter 
of explanation to the board of directors. Explain what you would do, 
and draft such a letter. 

Answer to question 3: 

It is assumed that when the instructions were given to make the audit 

it had been distinctly stated in writing that the scope of the work was 
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to be confined to ascertaining the condition of the assets and liabilities 
of the company. If I had not done this before I began the audit, I should 
have covered the omission as far as possible in my report at the end. 
If I had done neither of these, I would find it difficult to persuade the 
directors that I was not shielding myself behind a mere professional 
technicality. 

My letter would be along some such lines as the following: 

To the Directors of the X Co. 
Gentlemen: 

Referring to the audit recently completed by me for your company, 
I am informed that there existed at the time a defalcation in the petty 
cash that I did not discover. 

In my written proposal to make the audit of your affairs, I stated 
that I understood that I was to make what is technically known as a 
balance-sheet audit, which means an investigation that will suffice to show 
the present condition of the company, as to whether the assets that the 
books showed to be on hand were actually on hand and that none had 
been omitted from the books that were in reality on hand, and also that 
the assets were valued on a proper basis, that all the liabilities were shown 
by the books, that they were actual liabilities and that they had. been 
properly incurred. 

In an audit the scope of which is limited to this extent, the clerical 
accuracy of the books must necessarily be taken for granted. The auditor 
does not verify the additions of the cashbook nor the correctness of 
ordinary vouchers. It is therefore entirely possible for a small or even 
a comparatively large defalcation to exist which the auditor would have 
no means of discovering. To discover any such shortage it would be 
necessary to make a much more detailed audit. 

As this point was explicitly covered in my written contract and in my 
report, I trust that you will see that I was in no way to blame for not 
discovering the defalcation which existed. 

Yours very truly, 
Question 4: Joun Doe. 

How would you treat cash discounts on capital expenditures, such as 
for new machinery? 

Answer to question 4: 

They should be treated as deductions from the cost of the assets pur- 
chased, even by those who consider discounts taken on revenue expendi- 
tures as rewards or profits of capital. In the latter case the discount 
increases the net profit, either by reducing the cost of operation or by 
increasing the financial income in the same way as interest received. In 
any event it is included in the results of the sales of goods. As profits 
cannot be made on the purchase, but only on the sale of assets, and as 
capital assets are purchased only and not sold, the discount gained with 
them cannot be considered a profit, but must be treated as a saving. 
Question 5: 

In auditing the accounts of a corporation for the year ended Decem- 
ber 31, 1918, you find that for the first time there were taken into con- 
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sideration goods to be received after January 1, 1919, which you find 
were covered by firm contracts. The purchase price of the goods was 
charged to purchases account as of December 31, 1918, and credited to the 
vendor. In the inventory the goods were taken at 20 per cent. less than 
cost. You find that the market price was in fact 80 per cent. of cost. 
Tax statements have been prepared in accordance with the books. 

Give your opinion as to the wisdom and propriety of the course 
adopted and your advice as to reflecting the foregoing in the balance-sheet. 
Answer to question 5: 

A. Lowes Dickinson says “contracts of purchase made for future 
delivery form a class of items that call for consideration in connection 
with inventory valuations. As long as such contracts are made in the 
ordinary course of business for the purpose of supplying its actual needs 
as they accrue, no question need be raised in connection with a balance- 
sheet as of a date prior to the date of delivery.” 

As the goods will not be on hand until the year in which they are to 
be used, the loss on them will be a loss of the year in which they are 
delivered, if there is any loss at all. There will be no actual loss unless 
the selling price drops so low as to wipe out all the margin of profit. If 
not, there will be merely a reduction of the amount of profit made, which 
cannot be determined until the goods are sold. In the meantime the 
market price may have rallied all of the 20 per cent. or more. 

A contract for future delivery is a matter of sufficient importance to 
be mentioned in a report to stockholders or to bankers, because of the 
demand which such a contract may make on current funds in the near 
future. But the goods to be delivered in the future are not a present 
asset of the purchaser under the contract, and the obligation to pay for 
them is not a present liability. Even if the market price had not dropped 
to 80 per cent. of the contract price, it would be incorrect to put the transac- 
tion through the books as a purchase because of the resulting overstate- 
ment of the purchases, the inventory and the liabilities. 

The error is made much more serious by reason of the drop in the 
market. The effect of putting the contract through at contract price and 
adding the goods to the inventory at 80 per cent. thereof, is 

An overstatement of purchases amounting to 100% of the contracts; 

An overstatement of inventory amounting to 80% of the contracts; 

An understatement of profit and surplus amounting to 20% of the 

contracts ; 

An overstatement of liabilities amounting to 100% of the contracts. 

This is contrary to correct accounting principles; moreover, it would 
unquestionably be disallowed by an income tax inspector because of the 
understatement of the profits. It might be possible to satisfy the inspector 
if the company could show that this procedure had been consistently 
followed in the past, but the question states that this is the first time it 
has been done. 

Question 6: 

Discuss the various methods of handling containers in different busi- 

nesses. In each case describe the duty of the auditor. 
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Answer to question 6: 

Sometimes the containers are charged to the customers at cost througn 
a special column in the sales book and on the ledger, with a correspondiag 
record for those returned and credited. In this case there is an account 
kept with them, the debit balance of which is supposed to represent the 
number outstanding at cost. Under such conditions the duty of the 
auditor is merely to see whether the concern is in the habit of enforcing 
payment for those not returned. If it is, the amount due for empties is 
just as much an asset as is the account for goods. If the company is lax 
in this regard, the auditor should ascertain the usual loss and should set 
up a reserve against it. 

Sometimes the account is kept only in quantities. If the customer has 
paid cost or more and is allowed to return them at cost or less, no atten- 
tion need be paid to them by the auditor, except perhaps to see that those 
returned are required to be in good condition to be used again. The 
position is simply that the concern is under obligations to purchase at a 
fair price containers that it constantly needs. If the customer can return 
them at a higher price than cost, the auditor should require that a reserve 
be set up against this liability. When the account is kept in quantities 
the cost of the containers is often included in the selling price of the 
goods, the return of empties being considered a part payment on the 
next sale. 

Sometimes containers are furnished free with an obligation to return 
them, but, if there is no penalty for a failure to return, the customer is 
not likely to be very careful to do so. Therefore the auditor cannot allow 
all containers in the hands of customers to appear in the inventory, but 
only such proportions as experience shows are likely to be returned. 
About the best way to handle such a situation is to ascertain how many 
containers a concern needs to have for its normal business and to consider 
this amount as a permanent investment, all new containers bought being 
charged to operating expense. 

Question 7: 

In making an audit or investigation for the prospective purchaser of 
a business to be followed by a report, including a balance-sheet and income 
and profit and loss statement, would you expect such a report to differ 
from the report which you would make based upon a balance-sheet audit 
directed to and made for the president of a corporation? If different, 
specify fully the points of difference. 

Answer to question 7: 

Such a report may differ very materially from that based upon an ordi- 
nary audit. ; 

The scope of the investigation may be limited by the instructions of 
the client. He may be capable of judging of the merits of a business in 
a general way and may instruct the auditor to accept as correct certain 
portions of the accounts without verifying them and to limit his inquiries 
to the methods by which the conclusions are reached, such as those in 
regard to depreciation, the basis of the valuation of inventories, etc. If 
the scope of the investigation is limited, it should be by written instruc- 
tions. 
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The report made to the president covers the result of one year only. 
That made to a prospective purchaser should cover a series of years, not 
less than three, preferably as many as ten. These years should not be 
averaged, but should appear in parallel columns, so that the items can be 
compared in detail. This is important, as it shows whether the business 
is steadily increasing, steadily decreasing or is of a fluctuating nature. 
The percentages of cost of goods and of expenses to sales should be given 
in detail for each year, in order to show the trend of the business. 

It may be that conditions have begun to develop that are not yet 
apparent to outsiders which will make it at least doubtful whether the 
business will be as profitable in the future as in the past. Any suspicion 
of such conditions should be reported to the client, who can make further 
investigations. 

It may be that the years of greatest prosperity are the same as those 
in which a certain manager was employed. The auditor should endeavor 
to ascertain whether changes instituted by this manager were responsible 
for the gain, or whether it was due to his personal supervision. This is 
information of value to the purchaser if he does not intend to retain the 
manager. The character of the general management of the business 
should be reported by the auditor, especially if he can suggest any points 
in which it can be improved. 

Of course, the auditor should exclude from his statement of profits 
any that are not the result of the normal operations of the business. He 
should also adjust the statement by years if he finds that it has not been 
properly done. For instance, bad debts may have been ignored for three 
or four years and then a large amount may have been charged off at 
one time. The auditor should distribute such debts over the years as far 
as he is able. 

It is not wise for an auditor to forecast the future of a business in 
any circumstances, but while it may be merely a little injudicious to esti- 
mate the effect of certain proposed changes upon a going business remain- 
ing under its old management, it is very foolish of him to prophesy as 
to the results which may follow a change of management consequent 
upon the sale of the business. If the new parties expect to put in addi- 
tional capital, the auditor may show that in the past the business has 
suffered from lack of ready money by losing discounts or by being 
obliged to buy in small quantities, leaving it to the purchaser to judge 
whether or not he can avoid such faults in the future. In other words, 
the auditor can point out mistakes in the past history, but should not 
attempt to determine whether they can be guarded against in the future. 

When the entire business is to be disposed of the auditor should be 
much more particular than when only a portion of it is for sale. The 
reasons for selling are very important. They may be entirely legitimate 
or may be caused by advance information of something impending that 
will be disastrous to the business. If there are any indications of 
approaching calamity to be gained from his scrutiny of the business, it is, 
of course, necessary to report them to his client at once. 
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Question 8: 

How could a manager, who does not keep the books but is interested 
in the profits of one department of a business, unduly increase the amount 
of his compensation? In making an audit where profit-sharing agreements 
exist, should an audit programme differ from that required where there 
are no such agreements? If so, why? 

Answer to question 8: 

A manager who has authority to dictate the way in which the 
accounts shall be kept can so manipulate the charges and credits as to 
favor one or more departments at the expense of the others. Among 
the various methods of distributing the factory overhead there may be one 
which will impose on the favored department a much smaller burden than 
would any other plan. He may order this method adopted, although to 
the unprejudiced auditor it may not seem to be the one best suited to the 
business as a whole. As this is largely a matter of judgment, the man- 
ager cannot be charged with dishonesty. It is assumed that the manager 
is not actually and intentionally dishonest. If he is, he may manipulate 
inventories, freight charges and other elements of profit and loss to the 
advantage of the favored department. But without dishonesty there are 
many points, about which authorities differ, which allow him to choose 
those most favorable to his biassed judgment. 

In making an audit where a profit-sharing agreement exists, the auditor 
should carefully examine the distribution of all the expenses among the 
various departments and should determine as well as he can whether 
or not they are just and reasonable. It would be better if he were told 
beforehand merely that the manager was interested in one of the depart- 
ments, but not informed which one. His findings could not then be said 
to be prejudiced. It may be that the manager may be so honest that he 
has not been fair to himself. In any event the auditor must ascertain the 
facts and report accordingly. 

The same suggestions would, of course, apply if several employees 
received shares of the profits from the departments in which they are 
employed. If the shares are based on the profits of the business as a 
whole, an improper distribution of income or expense would not affect 
the remuneration of the employees. In such a case verification of total 
profits would be very important; but the auditor is supposed to make as 
careful a verification of profits as possible in any event. The profit- 
sharing agreement would be merely an added reason for thoroughness. 
Ouestion 9: 

(a) Would you refuse to sign an audit certificate if you had been 
refused access to the minute book of a corporation? 

(b) If the answer is “Yes,” would you sign the certificate with a 
qualification ? 

(c) Mention five items for which you would look in examining a 
minute book. 

(d) If the corporation were a “close” one and practically no minutes 
were kept, what action would you take and why? 


Answer to question 9: 
(a) I would refuse to sign an audit certificate except as indicated 
below. There could be no reason for refusing to allow an auditor to read 
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the minutes, except that they contained information which would cause 
him to modify his certificate to the detriment of the company. 

(b) If I signed any certificate it would contain a qualifying clause 
such as “subject to any adjustments or changes that I might have made 
if I had been able to read the minutes of the company, access to which 
was refused me.” This would be equivalent to saying that my report was 
apparently correct, but that there were probably one or more important 
points in which it might be absolutely untrustworthy. 

(c) Bonuses to officers to be paid in the immediate future. 

Litigation in regard to infringement of patents involving the possible 
loss of large sums. 

Suits for damages or for non-fulfillment of contracts. 

Contracts for additions to plant equipment to an extent that the present 
business might not seem to justify. 

Settlement of a claim against the company for a much larger sum than 
the books show as a liability. 

(d) I should request a written statement from the officers that no 
material facts in regard to the assets and liabilities had been kept from 
me, and particularly that there were no contingent liabilities that had not 
been disclosed. I should also inform them that they were incurring serious 
responsibilities by not keeping proper records. 

Question 10: 

When plant and deferred asset accounts are increasing, should an 
auditor attempt to ascertain whether or not production is increasing to 
the same relative extent? What is the auditor’s general duty in regard 
to (a) capital expenditures and (b) increases in inventories? Answer 
fully. 

Answer to question 10: 

As a plant is intended to be the means of producing a certain output, 
any increase in the plant account should be reflected in a corresponding 
increase in production. If the one increase does not follow the other, the 
auditor should investigate to find what is wrong. He may find that the 
items which caused the increase were not proper charges to plant account 
at all, but were really for maintenance only. 

An increase in deferred assets may be only temporary, owing, perhaps, 
to an opportunity to make a saving by anticipating future payments. It 
might not have any connection with the volume of business. The auditor 
should take into consideration the whole expenditure for each class of 
assets and determine what effect each would have in relation to increased 
production. 

(a) The general duty of the auditor in regard to capital expenditures 
is to make sure that the proper distinction has been observed between 
items affecting capital or income. An examination of vouchers alone 
will not be sufficient, since the same material may be used either in new 
work or in repairs and replacements. If there is not a proper system of 
work tickets to show exactly where all material and labor went, he must 
satisfy himself, as well as he can, by inspection or by judicious inquiry 
of foremen and others that the material and labor have produced some- 


234 











Students’ Department 


thing that is a distinct addition to the permanent assets. He should also 
investigate if he has any reason to believe that items properly chargeable 
to capital have been charged against income, as is sometimes done by 
those who wish to be conservative. An understatement of profits is an 
error, though not nearly as serious as an overstatement. 

(b) An auditor should ascertain the reasons for any marked increase 
in inventories. Possession of a larger amount of raw material than is 
normally required to be on hand at any one time may be evidence of 
shrewd buying of goods that have already risen in price or may be 
expected to rise in a short time. If the material is all serviceable—that 
is, if the increase is not fictitious—the amount carried is a matter of 
judgment. 

The same thing is true to a large extent of an increase in an inventory 
of finished product. There may be reasons for expecting a largely in- 
creased demand for the goods. Of course, it may be caused by a sudden 
slump in sales. So long as there are no unsalable goods being carried, no 
special comment is required, unless the auditor has reason to believe that 
it is the habit to carry excessive inventories. 

TREASURY STOCK AND SURPLUS 
Editor, Students’ Department: 

Sir: Will you kindly let me know what would be the proper entries 
to make in the following instances: 

When we paid the income tax for the year 1917, it of course was paid 
this last year, 1918. Should this be charged off in the expense account as 
i year, or should it be charged off from our surplus account 
0 Hy 

We also have about half of our capital stock subscribed and paid for 
by the members; the rest we will not sell, as we wish to hold it, wanting 
no more new members. We can transfer enough of our surplus fund to 
pay the rest of the authorized capital stock and hold this in the treasury 
as treasury stock. What would be the proper entry in this case? 

J. J. F. 

The income tax paid in 1918 was based on and was therefore a deduc- 
tion from the profits of the year 1917. On December 31, 1917, there 
should have been set up a reserve for federal tax. The offsetting debit 
would, of course, have been a charge to profit and loss, as a deduction 
from profits, not as an operating expense. The result would have been 
a reduction of surplus at December 31, by the amount of the tax. The 
surplus being too large, it must be corrected by charging the tax to surplus 
account, and not to the profit and loss account of 1918. When the tax 
is not definitely known, as at the end of 1918, an amount large enough 
to cover what it probably will be should be set up. 

The definition of treasury stock is “stock that has been once fully 
paid for and issued, and that has since been re-acquired by the issuing 
corporation through purchase or donation.” Under this definition the 
stock referred to would not be treasury stock. It may be fully paid for, 
but it has not been issued. Waiving that point, however, it is a little 
difficult to see how the stock can be gotten into the treasury stock account. 

Either no entry has yet been made covering the stock not yet sub- 
scribed or else the capital stock account shows the full amount of the 
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authorized capital, and there is a debit account of unissued stock. To 
put the new stock on the books would necessitate a debit to surplus and 
a credit to capital stock or to unissued stock. If treasury stock is now 
charged, the only credit would be to surplus, reversing the original charge 
and thus nullifying the entry which paid up the stock. 

The fact of the matter is that no stock can be paid up out of surplus, 
except as a division of profits, that is, dividend. The only way to get 
the stock into treasury stock account would be to declare a stock dividend 
of 100 per cent. of the outstanding stock, on condition that each stock- 
holder would at once donate his dividend stock back to the company. This 
gift would be a credit to surplus equal to the debit of the dividend, and 
the balance of the surplus account would be the same as it was before. 
This must be so because the only debits to surplus must be either losses 
or permanent dividends. This issue of stock is neither of these. 

If capital stock account has been credited only with the stock already 
issued, it will answer every purpose if unissued stock is charged and 
capital stock credited. This will bring the capital stock account to the 
full amount authorized, but the unissued stock will appear as such and 
not as treasury stock. There is no material difference unless it is pro- 
posed to sell it at a discount. In some states treasury stock may be sold 
at a discount, while unissued original stock cannot be, except with a lia- 
bility for the discount on the part of the purchaser. As this concern has 
a surplus equal to the unissued stock, there would not seem to be much 
risk in this case. ; 


INTEREST ON UNPAID CUMULATIVE DIVIDENDS 


Editor, Students’ Department: 


Sir: I shall appreciate very much your opinion on the following 
problem: 

The preferred stock certificates of a certain corporation include the 
following printed matter: 

“The preferred stock is entitled in preference to the common stock to 
cumulative dividends at the rate of 7 per cent. yearly, with interest on any 
deficiency, and on liquidation or dissolution is entitled to payment in full 
of its par value, plus accumulated dividends unpaid, with interest.” 

(a) Is not this provision for “interest on any deficiency” an unusual 
? 

(b) Does this clause conflict with the fact that cumulative dividends 
on preferred stock are not a liability until declared, and therefore interest 
should not accrue until the date payable has passed, or does this clause, 
in your opinion, refer only to dividends after being declared and made 
payable at a certain date? On the latter basis, any interest accruing from 
the date when the dividend was made payable would be charged to interest 
account as interest on a current account payable. 

(c) If the clause is to be construed to mean that interest accumulates 
from the date when the dividend accrues, without reference to the date 
when it is made payable after being declared, would the interest be a 
proper charge against the interest account or would it be more proper 
to charge the amount directly to surplus along with the amount of the 
dividend (after being declared), on the principle that it was not interest 
on accounts payable, but rather affected only the equities of the common 
and preferred stockholders. 


one 
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In the case of this corporation, the past eight preferred stock dividends 
have accumulated but have not been declared. 
Trusting to obtain your opinion through your columns in THE JOURNAL, 
I am Yours truly, 
G. & 


(a) The provision for interest on unpaid preferred dividends from 
date of delinquency is very unusual. As the clause fixing the dividends 
does not state that they are to be paid other than “at the rate of 7% 
yearly,” the dividends would not be delinquent until after the end of each 
year. 

(b) Although these dividends are not an active liability that can be 
expressed on the books, they are a contingent liability that must be taken 
into consideration in any statement of the financial condition of the com- 
pany. If a surplus exists, any balance-sheet submitted to creditors or 
stockholders should contain a note stating that this surplus is subject 
to unpaid preferred dividends. If no surplus exists, the contingent liability 
is of no interest to creditors, since profits must be made and through 
them funds provided with which to pay the dividends before they can 
become active liabilities. They are of interest to the preferred and 
common stockholders, as showing priority of claim on the part of the 
preferred to any present or future profits. 

As these dividends are a liability, although only a deferred or contin- 
gent one, there is no reason why they should not be made to bear interest, 
if they have been earned but not yet declared. 

(c) The interest would be a proper charge against the interest account, 
if the dividends were earned and had not been declared because the direc- 
tors needed the money in the business. The directors are virtually making 
a forced loan from the stockholders. If the dividends are not earned 
there ought not to be any interest on them, but since the contract seems 
to call for it, the interest when paid should be charged direct to surplus 
as an extraneous and not a normal expense. 


DECEPTIVE AVERAGING, AGAIN 


Editor, Students’ Department: 


Sir: A corporation having a string of large warehouses has a system 
of accounting for purchases and sales, as follows: 

Material purchased is charged to the warehouse at cost price and sales are 
made on the basis of 10% gross profit. As additional purchases are made, 
the amount remaining in stock is added to the new purchase and an average 
cost is arrived at after each new purchase. This average cost is used 
as a basis for computing the sales until another purchase is made, when 
the average again may change. 

At the end of the year an inventory is taken of the goods remaining 
on hand and priced at the average prevailing at the date of the inventory. 
Should not the difference between the inventory at the first of the year 
plus the charges to the merchandise account and the inventory at the 
last of the year equal the profit on sales made—assuming that the stock 
has turned over at least once, and that the purchases during the year 
have been at prices no less than the value of the inventory at the first 
of the year, and presumably at higher prices? Assuming that this differ- 
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ence is the true profit, should it not equal one-eleventh of the total sales 
made during the year, if 10% is the rate used to add to material sold? 
I am very much interested in this problem and would appreciate a 
reply. Yours very truly, 
G. H. 


There is nothing so deceptive as averages, and more mistakes are 
made by business men in reasoning about them than in any other way. 
There is one invariable rule that is little understood. An average price 
can be relied on only when either quantities or prices are the same. Of 
course where the price is the same all the way through that is also the 
average price. But when the quantities and the prices both vary, averag- 
ing the prices will not work. For example: 
10,000 @ $1.00 is $10,000 
10,000 @ 1.05 is 10,500 
10,000 @ 1.10 is 11,000 
10,000 @ 1.25 is 12,500 





40,000 @ $1.10 is $44,000 
In this case the prices add up 4.40 for 40,000 or an average of 1.10, 
which is correct, because the quantities are the same. But if 
10,000 @ $1.00 is $10,000 
20,000 @ 1.05 is 21,000 
30,000 @ 1.10 is 33,000 


40,000 @ 1.25 is 50,000 





100,000 @ 1.14 is $114,000 

Although the individual prices are the same as before, the average is 
not the same, because the quantities vary. 

In the case in point the basis of sales constantly varies because the 
quantity of goods on hand each month added to the purchase of the 
month gives a constantly varying amount on which the sales are calculated. 

The reason for this will appear if the two tables given above are 
analyzed. In the first table the first item is 10,000 times 10 cents below 
the average price of $1.10, and the second item is 10,000 times 5 cents 
below, while the last item is 10,000 times 15 cents above. The amounts 
of $1,000 and $500 below cancel the $1,500 above. In the second table 
the amounts of $1,000 and $1,000 for the two items below the average 
do not offset 40,000 @ 15 cents or $6,000 above by $4,000. This adds 
$4,000 to the total of the 100,000 quantity or 4 cents to the average price. 


No-Par-VALUE STocK AND CONVERTIBLE NOTES 


Editor, Students’ Department: 

Srr: There are a few questions that I would like to ask regarding a 
certain company with which this office is familiar, and I submit the follow- 
ing figures with questions: 

In the fali of 1917 the company was re-organized with the following 
capitalization: five year 6% notes, $6,000,000, and 250,000 shares common 
stock of no par value of which 190,000 shares were issued immediately and 
60,000 shares were reserved for conversion of the notes. 
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In the 1918 annual report one of the asset items is 
Investments (subsidiary companies, etc.) $4,418, 129.84 
(including $1,936,000 of the company’s five-year 
6% convertible notes) 
and on the liability side are, among other items, the following: 
Notes $5,265,500.00 

Capital 15,934,500.00 

During the year the company converted $734,500 of the company’s 
notes ($1,000 par value of notes for ten shares of stock), and purchased 
on the open market $1,936,000 of the notes. 

I judge from the asset item that the purchased notes are not yet 
cancelled, so I should subtract this item from the liability “notes” item 
to arrive at the actual amount of notes outstanding; but I do not under- 
stand how with a “no-par-value” stock the liability “capital” item is entered 
as it is. At what price is such capital stock entered? In the report for 
1917 the capital item was shown as $15,200,000.00, thus showing the issuance 
of $734,500 stock for the notes converted in 1918 figures. Will you kindly 
explain to me how the “no-par-value” capital is handled in a case of this 
kind? Sincerely yours, 

C. M. B. 

The proper way to handle stock with no par value is to treat it very 
much like the capital of a partnership as far as its book valuation is con- 
cerned. Capital stock should be credited with whatever is paid in the 
same as partners’ capitals are credited with their contributions. 

In this case the original 190,000 shares issued were evidently paid for 
at 80. 

The question then comes up as to the 7,345 shares issued in conversion 
of the notes. One view is that the original sale at 80 has established that 
figure as the book value and that the issue of other stock at 100 means 
that 7,345 shares whose established par was 80 were sold at 25 per cent. 
above par. Taking this view, capital stock would be credited with $587,600 
and contributed surplus, or simply surplus, with $146,900. 

The other view is that the stock is to be valued at the amount paid for 
it, in which case the capital stock would be as shown, $15,934,500. In any 
event the number of shares outstanding should be given as 197,345, so 
that each stockholder can know the book value of his holdings. 

Where there is only one class of stock it does not make much difference 
which view is adopted, since the book value of each share is found by 
dividing the sum of the capital account and the surplus account by the 
number of shares outstanding, whether the surplus is paid in or earned. 
It is important only for the purpose of fixing the amount of the capital 
stock which cannot be impaired by payment of dividends. 

Unless the notes purchased are of such a character that they may be 
re-issued, it would seem as if they ought to be charged off. If there is 
a chance that they may be re-issued they should be carried as notes in 
treasury and should be deducted from the credit balance of notes in the 
balance-sheet. However, long time notes should not be called simply 
“notes”; their character should be specified, They are in no sense invest- 
ments, as that term implies outside securities available for the payment 
of creditors. 
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Herbert E. Smith and J. P. Robertson, formerly of Smith, Robertson 
& Moorhouse, announce the formation of a partnership under the name 
of Smith, Robertson & Co. The office continues in the Henry building, 
Seattle, Washington. 





J. J. Jerome and F. M. Shaefer announce the formation of a partner- 
ship under the firm name of Jerome-Shaefer Company with offices at 302 
Capital National Bank building, Lansing, Michigan. 





G. Charter Harrison and Eric A. Camman announce the dissolution 
of partnership. G. Charter Harrison will continue in practice under his 
own name at 31 Nassau street, New York. 





H. M. Webster and A. A. Webster announce the resumption of prac- 
tice under the firm name of H. M. Webster & Co. with offices at 140 
Nassau street, New York. 





Callihan, Bliss & Co. announce the opening of offices in the Bergner 
building, Harrisburg, Pennsylvania. 





Edwin H. Wagner announces the opening of offices at 1506 Arcade 
building, St. Louis, Missouri. 





